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SUMMARY

STRONGIONOILMOMENTUM IN Q3

Thestrong underpinningprovided byunprecedented infrastructure investment have

O2yGAydzSR (2 RSt AGBSN K SdilfedoKoiny THN Rgiotal

SUMMARY 2

GLOBAL ECOROMY A ¥ b4

economies are beginning to adapt to the new realities of fiscal reforms while benefiting

from a rebound in oil prices. The globaMronment remains challenging but optimisim

regarding future growth is on the increase.

= Bahrainigrowth accelerates in Q3Headline growth in Bahrain reached a healthy

THEGCC REGION 10

3.9%in Q3 in a clear acceleratiomdhe 2.7% pace posted in Q2. During the fifst

three quarters of 2016, the Bahraini economy expanded by a real $&%vhich
was in fact ahead of the 2.9f4te seen in 2015 as a whole

Norroil momentum driven by infrastructurespending Non-oil growth in Bahrain
reached aobust4.7%during Q3 up from 3.86 in Q2. The YoY increase during
first three quarters taken together was 3.7%. Growth is Q3 was led by
Construction sector which expanded by an anriuaPb6.The forward momentum
of the projectsis beginning to push up growth in several other f@hsectos as
well

Regionaleconomiesadapt to new realities Thepace ofgrowth acrossthe entire

GCQegionhas moderated markedly as a result of government consolidation
weaker oil price environment. While the prospectaifts inoil production may
delay a neaterm pickup, much of the regional neail economy is likely to see
clearacceleration in growth in 2017

Higher rates and higher oilThe US presidential election in November was follow
by a Fed rate increase and seems to have pushed up rate expectations
generally thanks to increased optimismbout US growth prospect#\t the same

time, an agreement by OPEC and leading-@8EC producers to cut output has

triggered a rally in oil fices
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GLOBAL ECONOMY

WINDSOFCHANGE

Even though the prospects for the global economy generally point to a gradual improvément
the near to mediumterm, actual growth rates haveersistentlyfallen short of expectationsn
recent years While especially monetary policy remains supportive of growth in most major
economies, political risk factors hakepeatedlydeliveredunwelcome surprise wave of recent
events, such as the Brexit vote in the Oikthe Italian constitutional referendupunderscores the
mountingpolitical and sociathallenges followingearly a decade dfelow-trend growthglobally.

In many cases, theature and impact of such events is difficult to predict, while especially their
shortterm market impact can be substantial.

While political risk factor
have become a growing
influence on markets,
economic growth is
generally expected to
accelerate in most majol

economies going into Overall global growth in 2016 istamaed by the International Monetary Fund (IMF) kave

2017 reached 3.1%, which is the lowest pti since the pos2009 recovery. Gwth is exgcted to
rebound somewhat to 3.4% in 2017. Continuing an established pattieenmomentum of the
global economy is likely to bed by the emerging markets which are projectectipandby 4.2%
in 2016 in a gyht improvement on 4.0% in 201A. further acceleration to 4.6% projected in
2017. The advanced economissnilarly, areestimatedto have reached the low point of the cycle
with 1.6%real growthin 2016, downfrom 2.1% in 2015Nonetheless, 80 ther prospects are
lookingslightlybrighter with a projected pickip to 1.8% in 2017.

Global growth prospectgreal growth in major economies, %)
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Sourceinternational Monetary Fund/Vorld Economic Outloo&ctober2016

Facing the prospect of higher rates

Thee is growing anticipation that thglobal economic narrativenay have passed an inflection
point with the generally unexpectedresidentialelection victory of Donald Trump in the US. The
cyclical recovery in thelShas been showing signs of strengtiireg for some timeMoreover,the
incoming administration has signaled clear ambisiom boost growthfurther through a more

Please efer to thedisclaimer at the end of thdocument Page3 of 42



BAHRAIN ECONOMIC QUARTEREYEMBER 201

active fiscal policenda range okupply side reformd-or instance, the OECD expedtts Trump
FRYAYA &GN GA 2 yeQtd add G.4pErdenhtaga poivit§tb @dghaivth, which would take
the headline figure to 2.3% in 2017. The organization projects growth of 3% in 2018, a figure that
is more in line with the 3% norm articulated by the administratién-waiting.

Contrary toearlier fears, the election of Trump has triggered a brbaded rallyin the financial
markets Especially stock markets have befeled by expectations of tax cuts, pimusines
regulatoryreforms, and increased government spendiiipe US Dollar has ageiated sharply
while bond yields have increased across the broad.

With the market sentiment becomign more upbeahe Fedeal Reserve on 14 December
expectedly increased its federal funds rate by a quarter point to a range -@7%%. This was the

the first rate increase in a year and only the second during the past decade. However, the decisior
was accompanied by indicatiotisat the pace of rate future rates increases could prove faster
than previously projected. The median projection of Open Market Committee members is now for
three quarter point increases in 2107 as compared to justgvaviously The median interest rate
forecast for 2017 now stands at 1.375%. The median forecast for 2018 is 2.125%, followed by
2.875% in 2019. The lofigrm rate expectation was increased to 3% which marks a clear reversal
from the recent pattern of progressivelly more and more subdued expectations.

The outlook for US The rate increase opens up a number of important questions:

interestrates hasbecon » ¢k § CSRQAa RSOA&AZ2Y sta O2yaradsSyd eAlGK &
more b_u”'sh’ although U unemployment goals. The key inflation measnosv stands at 1.7%, close to the 2% gddle
gghtemr_lg rlslksk,) I 4.6% unemployment rate in Novembemsinfacto St 2 6 (1 KS C &RdRis longd y:7»
eepem_ng glona ) run rate.A slight further decline is expectéal 4.5% in 201 2019.Nonethelessthe Fe2@DP

economic asymmetries . . . . . . .

growth projections renain relatively modestwith 2.1% growth seen in 2018 his suggests

that a meaningful push by the Trump administration to stimulate growth toward its target

range could trigger morenonetarytightening than currentlforeseen

There has been persistent concern over a possibleection in the fixed income markets.
Recent weeks have been increasing yields on US Treaduriessponse to the~edrate
increase, teryear Treasuries rosabove 2.5% and fivgear paper crossed 2%

The US is relatively unique among major economigndring toward a tighter policy bias.
Elsewhere riflationary pressures remain minimal and political risk factidten overshadow

a gradual recoveryThis discrepancy has alreadysped the DXY Dollar index to its highest
level since 200&nd the UShow faces record high spread differentials-aisis other major
economies However, Trump has repeatedly spoken against a strong Dollar, which would,
moreover, complicate his ambitions of boosting US manufacturing

Tendencies toward Dollar appreciation havended be challenging for emerging markets
which are nonetheless generallgxpected to serve as the main driver of global growth. The
USelection has triggered increased portfolio outflows from emerging markessimated
inflows in 2016 were the weakestnsie 2008.Emerging capital market performance has
weakenedmarkedlywhile emerging market currencies have shed 5% of their valua-vis
the US Dollar
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Hence any US policy tightening risks amplifying global growth asymmetries and may trigger
volatilty inthe fixed income space and the lager emerging market universe. Along with the
unusually numerous uncertainties associated with gh@baleconomicoutlook, thismay constrain

GKS FdzZiK2NAGASAQ NR2Y T2 NForihstartezges Hdo,lthe Fekl Had K I
projected four rate increases in 2016 but only one materialiZedhe same time, there is growing

O2y OSNYy -HHO2daiif MRSGA2y ®dQ hyS GKS YI Ay raighOS NI
links ot its apparent skepticism towardade liberalization. Among other things, Trump has
indicated that he wouldbandon the Tranfacific Partnershipitiative.

Global equity market performance
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OPEC regroups

While therewere growing expectations of gradualoil market rebalancing over the past year, the
process prove far from straightforward. Many countriesontinued to deliver historically high
output levels with for instancetotal OPE@roduction reachingan unprecedentd 33.2 mbd in

2016, up fromthe previous record 082.39 mbd in 2015. The combin@PE®utput of 34.13mbd

in Novembemvas the highest ever recorded arden the slightly loweB3.97 mnin December still

ranks as the second highest on recokdoreover, nev supply isdue to come onlinein at least

three major producer statesBrazil, Kazakhstan, and Canada. Kazakh estimates suggest that the
Kashagan field, which began commercial operations in late November, chimcitely reach
output of 350,000 b/dAs aresult, the International Energy Agency (IEXpects total norOPEC
supply to rise by almost 500,000 hifd 2017

With the expected markeatebalancing proving elusivepeculation about a possibtritput cut by

the leading producers emerged as the main determinant of price dynamics toward the end of the
year. Concertedsupplycuts promised the prospect of a market rebalancing within a coople

j dzF NIISNAR oKSNBIFa O2yiAydzZ GdA2y 2F (GKS Ga¥FNBS
market. Hence, any indications of an output deal had the potential to push up prices quite quickly
as happened in early October when Brent prices redchYTD peak of USD53.73. The subsequent
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weeks witnessed renewed volatility as moments of optimism regarding output cuts alternated
with record output data and signs of discord among key OPEC menmelied by these
contradictory pressureshe Brent aveage of USD45.13 per barrel in 20@Bimately came in
15.8% below the 2015 average of USD53.59.

In the end OPEC chose to act on its earlier plans and agreed on a formal output cut of some 1.2
mbd in itsAlgiersgathering at the end of November. The agmeentis designedt@ NA Yy 3 ht 9
aggregate output to 32.5 mhid early2017, which wouldranslate intoa roughly 4.5% production

cut. The largest cut would be made by Saudi Arabia (0.49 mbd), followed by Iraq (0.21 mbd), anc
the smaller GCC producers ¢ambined 0.3 mbd). Nigeria and Libya were exempted from the
agreement because of significant production disruptions in recent years. The two countries are
expected to add some 0.6 mbd to their combined output over the coming six manthso € | Q.
output roseto 685,000 b/d in early January.

The OPE@eal was followed by lbroaderagreement witha dozerof the leading norOPEC nations

on 10 December In the first deal between OPEC and other producers in 15 years, a group of
countries, led by Russia, agreedr&aluce their daily output by 558,000 barrefsthe course of

the firsthalf of 201® wdza A A I Q& & 300,008b/dBFudi Arkbla durthériuielied niaket
optimism by signalling that it could undertake larger cuts than oribjivadicated.If the proposed

cuts do materialize as plannedil markets could become significantly tighter with a projected
deficit by 2H17.

The immediate impaatf the Vienna agreemern oil prices was a nearly 10% riBeent breached

the USD55 per barrel mark aneboundedto its highest levels since the summer of 2015. Gains in
December alonevere close to 20% antbok the increase since the beginning of the year to some

50%. While questions still abound about implementation, compliance, and monitoring, the
agreament does seem to be firming a floor for oil prices at close to USD50 per barrel.

Apart from compliance, a key determinant of future price dynamics will be the response of the US
shale producers. A gradual recovery in US production is already undé&owmaythe September

low of 8.58 mbdand the Department of Energy expects output in excess of 9 mbd by the end of
2017.The US rig count has risen from a May low of 404 to 597 in early Decenfilgeaverage
output projected for 2017 is 8.78 mbd, 600,000 b/dheégthan expected half a year agmt much

in line with the 8.77 mbd output attained in Novembé&rspeciallyn the Permian Basin, which
stretches across Texas and New Mexico, there is potential for increased production even in the
current price environmet. Going forwardUS production may receive further support from the
planned policies of the Trump administration which has signalled a desire-tegtéate the
sector.
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Monthly averagecrude oil prices (USD/barrel)
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Global oil demand and supply dynamics (mbd)
IEA OPEC EIA

2016 Global oil demand (mbd) 96.3 94.41 95.57
Advanced economies 466 46.70 46.71
Developingeconomies 49.7 31.12 48.86
China 11.9 11.23 1165
2017 Global oil demand (mbd) 97.6 95.56 97.20
Advanced economies 46.6 4685 47.10
Developingeconomies 51.0 31.77 50.10
China 12.2 11.50 1198
2016 Global oil supply (mbd) 97.0 - 96.44
Y/ | {OPEQ vy 40.2 31.92 39.60
NonOPEC 56.8 56.20 56.84
2017 Global oil supply (mbd) - - 97.53
Y/ I fOPEQR Yy - 32.63 40.27
NonOPEC 57.0 56.50 57.26

Sourceinternational Energy Agency, Organization of the Petroleum Exporting Countries, US Energy Information
Administration

Implications for Bahrain

The expected trends in the cost of capitahd the price of oil are likely to have a diverge
impact on the Bahraini economy

% The cost of borrowing now appears to be trending up slightly faster than previc
expected, even if therenayo S O2y aili NI Ayda 2y GKS | {n
Higher US rates will in turn test the relative attractiveness of other economies
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%+ The prospect of a return to production quotas should be supportive of oil prices,
significant price gains are likely to be limited by a flexible supply response hiStishale
producers. This shouldupportthe ongoingfiscal consolidation effortsinderway in the
GCCProblems with enforcing the output cuts among key producers may result in ren
pricevolatlity
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Fiscal consolidation is
likely to keep regional
non-oil growth at a
historically subdued leve
in 2017, although the
possibility of higher oll
prices should lend some
support

THE GCC REGION

ADAPTING TO NEQIRCUMSTANCES

The past year has been characterizecabyunusual cluster afhallenges for the GCC economies
Sustained low oil prices have triggersignificant fiscal consolidation efforts across the region
engenderinga pronouned slowdown in economic activitySimilarly, reduced oil revera have
heralded tighter liquidity corditions inthe financial markets, which has translated into slower
credit growth and some upward pressure on the cost of capitdiile committed to ambitious
diversification targetsparts of the regn have depended on record high oil outpevelsas akey
source ofgrowth as other sedrs have adapted to the neaconomic realities

In general, the current economic cycle is showing signs of bottoming out with oil prices generally

expected to at least stabilize amplite possibly increase furtheAt the same time, while fiscal
consolidation efforts will continue, they aredll to be less pronouncechd disruptive in much of
the region.In terms of economic policyhé way forward is better undersbd and both companies
and consumers haveegun toadaptto the changing circumstance®/hile the implementation of

the OPEC oil quotas may reduce hydrocarbons extraictionuch of the regionambitious projects
are underway further down the value chain.

Overall regional growth isstimatedby the IMF tohavereachedl.75% in 2016a figure that is
sharply down on 3.75% in 201bhe lIFestimatesthat GCC growth slowed from 2.9% in 2015 to
1.9% in 2016The nonroil economy in the region is estimated to have growrlLt& while the olil
sector expanded bg.2%. Ging forward, economic growth Igely to remain atlose tocurrent
levels, albeit with a likely change in its compositiofewour of the nonoil sector ThellF expects
non-oil growth to accelerate t@.3%in 2017

GCC real GDP growth, %
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Growth projections for
2017 remain historically
modest with the more
diversified economies
generally displayig the
greatest reliance

Non-oil activity adapts to new conditions

While economic growth aross the Gulf region remainedclearly below its historical norm
throughout 2016, the more diversified economiéanded to display the greatestresilience
Overall much of the region appears to have experienced something of a recovery from the oil
price troughof Q1 andthe improving oil price outlookowardsthe end of2016had agenerally
positive impact on forwardooking expectationdHowever, thisvasa fairly gradual rebounth the

face of an unprecedented fiscal consolidation effdithe averagefiscal deficit in the GCds
SELISOGSR (2 KI@OS &KNHzyl o0& a-»iNGHP ever'the DH016 K S
period. Nonetheless, tle regional fiscal shortfalin 2016 was still estimated by the IMF at
USD200bn, much df financedthrough debt. The fiscal shortfals projected to fall to USBDbn

in 2017, or some 12.8% of the regional GDP.

The fiscal correction has gonerttiin handwith a reversal in the external position of the regional
econamies. With a USD435bn decline in¢mélated export receipts from 2014 to 2016, the
aggregate current account deficit for the region swung frogh25% (of GDP) surplus in 20d4at
projected 45% deficit in 2016Thanks to fiscal rebalanciefforts and a recovery in oil prices, this
gapis expected to shrink tt.75%of GDHn 2017.

Growthy G KS NBIA 2y QBaudi Ardkiatsisiowes Govy shaflyam its historic
trend levels The preliminary 2016 economic dataresented by the Governmerih connection
with the 2017 budgeputsii K S Y A yea r@vih @td.4% a figure that compares t4.1% in
2015 The ron-oil sector expanded by 0.2% witrowth inthe non-oil private sector slowng to
just0.1% Overall, gowth was led by theil sectorwhich, thanks to record output levels, expanded
by 3.44 The Saudbudget statement included a 2017 growth projection of 2%. Most private sector
estimatesremain significantly more cautiougoreseeinga real incremenf less than 1%The
economyis likely to benefit from a slightly looser fiscal stance as aslhew mechaniseifor
settling payment arrears with private contractors.

The UAE Central Bank projects growth of 2.2% in 2016 followed by a slight acceleration to 2.4% i
2017. Noroil growth in 2016 is projectedt 2.7%. Most indicators of economic activity in the
country point to continued expansion. The Emirates NBD Dubai Economy Tracker posted a readin
of 559 in De@mber thanks tcstronger momentumin tourism and retail trade. Expectations for
2017 areupbea and inventories are continuing to build uMarginal growth was seen in the
construction sector and probably at least in part due to price cutfiimgtfic flows through the UAE
have remained strong witlior instance, passenger traffic at the Dubai hmigtional Airport ising

by an annual 6.8% during the first ten months of 20aBhough growth in tourist visitors has
tended to be more subduedrhis compared to a gain of 5.3% at Abu Dhabi.

¢KS 9YANIGS& b.5 t dzZNOKI &A Y =hd thd UAhavShed@neltally R S E
consistent withtrends inthe national accounts data. The momentum of the economy in both
countries has been weaker than in 2015 but generally characterized by contiduityear
improvement was observed at the close of ygaobably in connection with increasing oil prices.
The Saudi PMI attained a reading of 55.5 in December and nearly 30% of companies reported MoN
increases in their output while new order growth remained strong. The UAE index reached a five
month high 0f55.0 in December. Output increases were the fastest since August 2015.
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O9YANI 1S4 b.5 tdNOKIaAay3a alyl3ISNAEQ LYRSE
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The Qatar economy saw a pigR in growth to an annual 2% in Q2, whichrisates to 1.7% for
the first half of he year. Headline growtlvasheld backy2% YoY contraction in the hydrocarbons
sector during 1H16@vhile ron-oil growth was 5.8%0Qverall growth in 2016 is projected by the IMF
at 2.6%.Growth in 2017is generally expected to trend towa®l5-4% supported by icreased
Government spending.

While the Kuwaif economyhas benefited from increased investment activitydicators of
consumer spendingpointed to some weakeningn Q3. Also consumer confidence has been
subdued with the ARA index recordirits lowest point of 83 in Septembetarnings of listed
corporates declined by 6% yean-year (y/y) in Q13. Real estate sales during the first 10 months
of the year were down by 26% YoY.

Also Oman is expected to see a deceleration in its -odngrowth rate in 2016 to the
neighbourhood of 1%. While oil production has remained brisk, headline growth in 2016 is
estimated at approximately 2% as compared3t@% in 2015In its 2017 budget statenm, the
Government projected headline growth of 2% in 2017, led by a 4.7% expansion in thal non
economy.

The regional project pipeling key pillar of economic continuity during the downtusiood at
USD2.78bn in midecemberas measured by MEED.iglmarked &% YoYncrease Especially
Saudi Arabia and Oman have seen renewed robust growth in YoY terms. After a year of
consolidation, The Saudi figure was up 13.1% YoY at USD1.14trn. The Omani total rose 13%
USD194.02bn. The Kuwaiti total was upph.at USD251.91bn. By contrast, both the UAE and Qatar
experiencedsmallYoY declineby 3.7% and 1.4%, respectively
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Besides continued fiscal
consolidation in 2017,
Government revenues
across the GCC are
projectedto increase anc
bring down budget
deficits from their recent
highs

Mapping the fiscal course for 2017

Several regional governments unwvedtheir 2017budgetsin DecemberBEven ifcontinued deficits
remain the normfor now, these documentssuggestthat the rebalancing of the regional
econanies is making headway. All regional Governrag@noject significant revenue growth, as a
result ofboth higher oil prices and a variety of revenue diversification measures. At the same time,
expenditures have been rationalized through subsidy refoamsell ascritically important cuts

in recurrent spending, including the Government wage bill. This is typically the most important
category of spendingnd essential for achieving the meditterm fiscal targets in most countries.

The Saudi Cabinet approved the 2017 budget on 22 December. While it is a document
characterized by continuity, it also suggests that the initial response to the new oil price
environment idbeginning togive way to gradual normalization.

The fiscal stace of the Government is shifting toward cautious stimulifter two years of
consolidation, during which expenditure fell by 27% from a total of SAR1trn in 2014, the
Government is planning to increase spending by 6% to SAR890bn

Fiscal discipline has impred dramaticallyn spite of a 14.3% drop in revenues during 2016
Actual spending in 2016 was 1.8% below budget, as compared to overruns oftranr20%
in recent years

While deficit spending is set to contintr a third consecutive yeathe fiscal inbalances are
diminishing The projected increase @Bovernment expenditure witompare toan expected
34.7% rebound in revenues to SAR692bn. The defibite budgeted at SAR367bn, could fall
belowSAROQObN from an actual 2016 outcome of SAR29Theforearrearg, or 12.4% of GB

Qatarreleasedts 2017budget on 15 Decembelt sees a 40% contraction ihe budget deficit to
QAR28.3bn. This follman estimated QAR59.1bshortfall this yearas a resulia 49% drop in
revenueswhereas expenditures were clily 21%. The 2017 budget continues a cautious fiscal
stance with a 5.4% cut ipsnding to QAR198.4bn while revenues are set to rebound by 14.5% to
QAR170bn.

The UAE federal budget envisagegenditure of AED48.7band revenuesof AED47.7bnThe

2017 budyet is digned with a AED248bive-year ludget approved in Octoberhe UAE posted a
2.1% of GDP deficit in 2015, which was projected to rise to 3.9% in 2016 before closing to 1.9% i
2017, according to the IMF. DubaiDecember approved an AED47.3bn betfor 2017, up 2.6%

on 2016 led by a sharp rise in infrastructure constructidhe budget projects an AED2.5bn deficit.

hYFyQa wnamt 3ISYSNIf 0dzR3IS{§ uplaNBMRS.G6brEin 2088@IS v dz
Government spending of OMR11.7lslgwn 9% orthe OMR12.65bn spending projected in 2016.
Thiswould produce a deficit of OMR3bor some 12% of GDPhis marks an improvement of a
OMR5.3bn deficit in 20160% higher than expectddllowing a 30% drop in revenues. The budget
continues to consolidate Government operations with an OMR100mn drop in expenditure by
ministries. Overall Government expenditure is cut by 2%. The 2017 budget uses an oil price
assumption of USD45 per barrefhe budget statementsignaled minimal public sector
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Having been a key drive
of growth during the pas
year, the regional oil
sector is likelyo see
some output declines du
to the OPEC deal

recruitment, a further review of subsidieadditional revenue diversificatioasset divestments,
and stricter prioritization among projects.

h A fe€bédrumNdrawing to a close

Up until the OPEC agreement in late November, the GCC countries generally continued to ramj
up oil production tounprecedented levelsThis madeoil a key contributor to headline growth in
much of the region during 2018 he three GCC OPEC producers produced 16.41 mbd in October,
f SR 60& {lFdzZRA ! N} oAl Qad mndny YOR FyR F2%ullizg$S
production was reported at 10.72 mbd in Novemferinging the YD 11-month average to 10.46

mbd, up 267,000 b/d Yo'Baudi Arabia has produced in excess of 10 mbdZatraight months.

hYl yQa 2 teddrddaiound il dbdAt the same time, thre has been a concerted effort

02 RS@OSt2L)I NBAA2y It yIFddzNF¥f 3IFa NBazdz2NOSa g
domestic production by 40% by the end of 20Te agreement by the leading global producers

to restorea quota system inow likely to reverse the recent trend afcreasingproduction.

az2yliKte 2Af LINRPRdAzOGAZ2Y o6& {ldzZRA ! N} OAl o6Wnn
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Even if momentum in the upstream sector slows, ambitious new plans are being developed for
addiionalR2 6y aGNBI'Y LINPRdzOGA2Yy ® C2NJ Ayaidl yoSz {1}
the first 10 months of the year was up 396,000 b/d over Jan@atpber 2015. Saudi oil products
exports averaged 1.41 mbd during -Q1This figure has more tharodbled over the past three
years thanks to significant new refining capacity. Saudi Aramco has announced plans to increas
AGa 3It20Ft LISGNROKSYAOLFta OFLIOAGE FTNRY MH
capacity is to be doubled from its cent level of 5.3 mbdto 1 Yo R® { I dzRA ! NJ ¢
and products exports in Janua@ctober averaged 8.96 mbd, up from 8.39 mbd a year earlier.

Increased downstream production is coinciding with slower domestic consumption growth. This is
partly thanks to new gas development, but also a demand response to higher prices as a result of
subsidy reform. Saudi Arabia last month announced plans to link all domestic energy prices to
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Inflationary pressures ar
generdly diminishing
with low import prices
and subdued housing
costs

market benchmarks. Energy subsidies are currently estimated to cosD8A8B@bn a year while
domestic consumption is-8 times the global norm the size of the economy.

Crude oil production irotherD/ /  O2dzy i NAS&>X Wnnn O0kR
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Fading price pressures

Most the regional economiesxperiencedupward pressure on consumer prices during the past
year. This refleceéd the overhaulof universal subsidies as well as the introduction of various levies
and charges. In general, however, the impact of such measures has turned out to be fairly
ephemeral with most regional economies experiega renewedslow-down in consumer price
inflation in recent months. This reflexthe well anchored nature of inflation expectations, partly
because of the US Dollar peg. The region has further benefibed fininimal food inflation while

the other major category of costs of living, namely housing, has tended to be contained because
of relatively subdued real estate market dynamidkst real estate markesegmentsn the UAE

are continuing tesee price dedatieswhile the Qatar Central Barikeal Estate Price Indesasdown

by an annual 10.9% in Septembbr.Kuwait, esidential real estate prices were down 12.5% YoY
as of OctoberAs a heavy importiependent region, the GCieas further benefited from the
strength of the US Dollavhich has recently risen to a d4#ar high in tradeveighted terms

In general, inflationary trends across the region have tended to converge. The lowest inflation has
been observed in the UAE and Oman, both of which have seen someppielkcently with, for
instance, the annual rise of consumer price increases in Omateaating fairly consistently from
negative figures at the end of 2015 to 2% as of November. The fastest price increases in Novembe
were observed in Kuwait where the CPI rose by an annual 3.4%. By contrast, Saudi Arabia, whic
experienced inflation in exss of 4% at the beginning of the year, has seen the rate of price
increases moderately steadily to an annual 2.3% in November.

Please efer to thedisclaimer at the end of thdocument Pagel4 of 42



BAHRAIN ECONOMIC QUARTEREYEMBER 201

Consumer price inflation, %
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Bank lending moderates while s@reign issuance remainstrong

The liquidity conditions in the region hatended to becomeighter in the face ofa declining or
stalling aeposit basealong withsomeincreasedpressure on the cost of capitalvVith US rates
resuming their upward trajectory, Gulf central banksvéatypically responded in kind. For
instance SAMA increased its reverse repo policy rate by 25 bps to Q alf#86ughit kept its repo
rate unchanged at 2.0%gsimilarly,sharply increasedovereign bond and sukuk issuance has
drained liquidity.

The lguidity situation in Policy makers have been able mitigate these pressures through various interventioSRAMA
the region is showing has made time deposits at banks and introduced new report facilities of up to 28wdales
signs of stabilizing thank reducing its weekly SAMA bill issuance from SAR9bn to SAR3 Bhko@entral Bank of Oman has
to higher oil prices and relaxed reserve requirements fron¥&o 3% with the differenil invested in Governmeronds.
some regulatory Banks have been authorized to hold more Governnpaper.By contrast in Qatar, lending growth
interventions has been affected by new regulations mandating deleveraging and a reduction itoldaposit

ratios to 100%.

In general, tle liquidity situation is showingome sign®f stabilizingwith for instance most Saudi
monetary indicators rebounding in October after a gradual slowdown during much of the
preceding year. This appears to be ditgtinked to a successful internationabid issue as well

as the resumptiof Government payments to contractofgdoreover, the regional banking sector
continues to benefit from robust health with capital adequacy in excess of 15% acroGsilthe
Provisions for nosperforming loans, similarlygre high.

While the annual rate of loan growth has generally trended down, this has been a very gradual
processand is not uniform across the regiofRor instance Qatdras seen some recent increases
Alsoin Kuwait credit growthhas tended to exceeddali & S| NID& NMostSfdhe @dgion A y C
is still seeingroYnew loan growth of 5% or more.
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Regional stock markets
have rebounded
somewhat from the
depressed levels seen
around the turn of the
year

Bank credit growth, %
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Equity markets across the region posted substantial gains in the closing we@kd®fThis
mirroredthe positive momentum of stock markets glolyabut also reflects the prospect of higher
oil prices as well asincreasedoptimism regarding the economic policy environmeAtl the
regional exchangeachieved positiveet gains during the year as a whole. Market gains were led
by Dubai which advandeby 121%. Oman posted @% gainAbu Dhabi 5.6%Gaudi Arabid.3%,

and Kuwait 24%. The Qatar indexarrowly made it into the positive territory with a 0.1% gain
The sharpest positive turnaround at the end of the year was seen in Saudi Arabia witdéeul

All Share Indeadvancing by remarkable 29.1% during Q4. The second best performer during the
quarter was Kuwait whicloseby 6.4%By contrast, primary market activity has been subdued.
The second half of the yeamaw no IPOs across the regidiiowever, the Riyad Real Estate
Investment Traded Fund, with a paig capital of SAR500mn, was listed on Tadawul in November.
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GCC equity market indices (January 2015=100)
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2016proved a landmark year for fixed income issuance in the GCC. Total conventional bond issut
by GCC names rose to antatie high of USD60.8bn, up more than thiedd on USD17.9bn in

2015. Sukuk volumes remained relatively stagnant with USD5.7bn wopttinadiry issues, down
on USD7.9bn in 2015.

In linewith recent trends GCQixed income activity has continued to be decisively dominated by
large-scale sovereign issuande.general, external borrowing has risen in relative importance as
a way of meetinghe funding need®f the Gulf governmentg-or instance in Saudi Arabia, the
public debt is estimated to have risen from SAR142bn in 2015 to SAR@approximately 13.2%

of GDR; in 2016. Just under a third of the totalisw foreign debt.

The landmarlevent for the markets in Q4 was theSD17.5b®saudi international bondhe largest

ever issue from an emerging mark€atar Central Bank offeré@AR1.5brof bonds in November
with tenors of three, five, seven, and ten years.

With all the regional budgstforeseeing deficits in 201ahd an aggregate funding gap of some
USD170bn, sovereigns look set to dominate capital market activity also in 2017. The Saudi budge
statement for 2017 included plans to issue SAR120bn worth of bondsth&lSiate of Kuwait is
understood to be readying for an international bond offering, probably in 2RBUWait had earlier
suggested that it would issue up to USD10bn during the current financial year which will end in
March. Omanexpects to fund its projed 2017 budget deficit, among other things, through
OMRZ2.1bn of international borrowing and OMR400mn of domestic borrowing.

The capital raising needs of the regional sovereigns are serving as an important driver of capita
market development. For instae, the Sadi Ministry of Finance has announced plans for local
and international sukuk issuand@e a bid to diversify its funding option#t is further working to
develop the secondg fixed income markets by listing its issues on Tadawul.
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Beyond the rgional Governments fixed income issuance has involved mainly regional financial
institutions. Meeting the capital requirements of Basel Il has been an important driver for banks.
Thelslamic Development Banlsiseda USD1.25bfive-year sukulas partof its USD25bn program

in October The Arab PetroleumnVestmert Corporation (Apicorp) issued a Formdsand in
October. The USD300mn deal was oversubscribed.

GCC fixed income issuance, USD bn
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Implications for Bahrain

With the regional outlook becoming stable or even somewhat positive, Bahrain is like
experience some positive spill/ers:

% Babhrain is likely to continue to benefit from significant inflows by regional tourists, he
along further by an improved prautt offering and competitive costs

%+ Regional investment flows are likely to prove resilient or even increase. Bahrain is a
beneficiary of intraGCC investment
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Q3 saw a clear
acceleration in the
growth momentum of thi
economy. The naoail
sector posted its best
performance during the
year to date at 4.7% whi
the headline rate came i
at 3.9%

BAHRAIN

ROBUSNONOILMOMENTUM

The third quarter of 2016 was characterizega high degree of continuity in terms of the rate and
composition of economic growth in Bahraifhe headline yeaon-year growth of the economy
reached 3.9%, which marked a clear improvement on the 2.5% seen in Q2artekhelesdalling
short of the4.5% growth recorded in Q1. Much of the variatiarthese figuresiuring this past
year was attributable to the hydrocarbons sector which posted a shigdbcontraction in Q2 but
expanded by 0.8% YoY in Q3. The-aibeconomy expanded by a remarkablg%in Q3. This
marked aclear furtheracceleration on the3.6% pace posted in Q2 and wasarplyahead of the
rather subdued 2.7% pace seen in Q1. This suggests that the Q1 figure wetkisgraf an
anomaly and novoil dynamicsiow appear to be stronglgnchored in firm structural driver8Q16
wasthe fourth straight quarter of acceleratyquarter-on-quarter growth. The Bahraini economy
was in real terms 1.7% larger in Q3 than in Q2.

During the first three quarters of the year taken together, ttegionaleconomy expanded by 3.6%
in real terms over the corresponding period of 20THe rate of expansion in the hydrocarbons
sector was 3.4%. The nail economy wa8.7% largethan a year earliefThisoutcome wasrery
much in line with the 3.9% rate rexted in 2015 taken as a whole.

Real GDP growth
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ForecastsSomegrowth moderation likely in the medium term

2015 2016f 2017f 2018f
Real GDP growth, % 2.9% 3.4% 1.9% 1.9%
Non-hydrocarbons sector 3.6% 3.7% 2.8% 2.3%
Hydrocarbons sector -0.1% 1.9% -1.8% 0.0%
Nominal GDP growth, % -6.8% 4.2% 6.2% 4.3%
Inflation (CPI %) 1.8% 2.9% 1.8% 1.8%
Current account (% of GDP) -2.4% -4.6% -3.8% -3.8%
Fiscal balance (% of GDP) -13.0% -12.6% -8.9% -7.4%
CrudeQil Arabian Medium (USD) 50 43 52 55

SourceCentral Bank of Bahrain, Ministry of Finance, Information@ogernment Authority, Economic
Development Board forecasts

Projected real GDP growth contribution
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The strong Q3 national accounts data makes it highly likely that 2016 as a whole will match z
terms of economic growth. In fact, both the nail economy and especialthie oil sector now look
likely to expand slightly faster than in 2015. Hence, even as the economy has been affected by
of fiscal consolidation measures, a rapid buifa in infrastructure investment has proven to be
potent counterveiling force.

Going forward, the economy is likely to benefit from some additional tailwinds from higher oil p
SOSYy AT TFTAdNIKSNI FAaO0lt O2yaztARFGAZ2Yy A& Si
balance by 2022. The rapid builgh in project spenihg is likely to continue during much of 201
thanks to a number of new manufacturing and real estate investments. Nonetheless, base effec
subdued Government expenditure are likely to bring headijrowth rates toapproximately2%. The
oil sector mg post a small net decline in 2017 having exceeded expectations in 2016.
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The growth contribution
of the nonoil economy
made up nearly tfee-
quarters of the total GDF
increment

The growth of the no1oil
economy was led by
private education and
health care, costruction,
and financial services

The growth drivers accelerate

Economic growth drivers in Bahrain strengthened appreciably during Q3 as compared to the first
half of the year. All in all, the dynamics of growth in the Kingdom were broadly comparahke to
pattern observedn 2015. All sectors of the economy posted positive progress in YoY terms. Much
in line with an establishettack record the nonoil private sector delivered the vast majority of

the GDPincrement, accounting foB.3 percentage points of the headline growth figure. The
contribution of the Government Services sector increased somewhat but remainedni@idgst

at 0.4 percentage points. The hydrobans sector delivered the remaininjgst under 0.2
percentage points athe real GDP increment

Real GDP growth composition
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As compared to the first half of the year, the pattern of groveicamesignificantly morebroad

based Furthermore most sectorssaw an acceleration in their momentunThe fastest growing
singlesector, as so often before, was Social & Personal Services, an area dominated by private
education and health care provisiolhwas the only sector to achieve doukdéit YoY growth at
10.5% This marked a further improvement an already strong Q2 figure 89%. The second
fastest growing sector was Financial Services, which expanded by a brisk 7.4% in a sharp pick
from the 4% rate posted in Q2.

At the heart of the strong momentum of the nasil economy was th€onstruction sector which
has been propeli@ forward by an unprecedented pipeline of infrastructure progecThe
Construction sector expanded by an annual 7.7% in aftlgher improvement o the 5.9% figure
posted in Q2Construction is historically a sector with strong forward and backwakadi@s in
the economy and its increased strength likely accountséone ofthe markedacceleration seen
in the growthratesof several other sectors.
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The Transportation & Communications sector expanded by an annual 4.6% and #rersome
clear improvemats in areassuch as Trade and Hotels & Restaurants tieierallytend to be
more sensitive to changes idiscretionaryincome. By contrast, the Manufacturing sector,
traditionally oneof the stronger growth drivers, saw its rate of expansion decelerate to just 0.8%,
likely due to seasonal factors.

2015 2016

Crude Pet. &
-09% 56% 14% -1.0% 15% 12.1% -1.7% 0.8%
Nat. Gas

Manufacturing 4.1% 59% 41% 33% 34% 12% 33% 0.8%

Construction 64% 7.7% 64% 49% 6.8% 54% 5.9% 7.2%

Trade 1.7% 2.7% 2.8% 0.2% 1.0% 2.2% 2.3% 3.1%
Hotels &
3% 5% 1.4% 4.1% 1.7% 1.5% 1.1% 2.2%
Restaurants
Transp. &
. 5.9% 6.9% 6.7% 5.8% 4.3% 3% 2.4% 4.6%
/| 2YYQa

Social & Pers
6.9% 7.6% 6.2% 6.3% 7.3% 8.4% 9.9% 10.5%

Serv.
Real Est. &
2.8% 3.8% 3.7% 1.7% 1.9% 0.5% 1.8% 4.7%
Bus. Act.
Finance 1.7% 1.6% 2.1% 2.1% 0.9% 3.1% 4% 7.4%

Government 2.2% 2.8% 2.8% 1.7% 1.5% 1.1% 2.3% 3.5%
Other 7.7% 11.6% 11.4% 4.3% 4.1% 5.5% 2.1% 2.7%

GDP 29% 28% 37% 24% 28% 45% 25% 3.9%

Sourcelnformation & eGovernment Authority

QOil output exceeds projections

Please efer to thedisclaimer at the end of thdocument Page22 of 42



BAHRAIN ECONOMIC QUARTEREYEMBER 201

Qil production remained
at a historically high leve
through most of 2016

Overall oil production in Bahrain continued at a historically high level in Q3, although seasonal
YIAYGSylFyO0OS o0NRdzZAKG R2¢y GKS G2GFf Ay vno ¢
above its historical capacity in Q3, with an average daily otiipul62,934 barrels in Q3 he
onshore Bahrain field, by contrast, saw a slight drop in its production to 47,685 b/d. The
LINBt AYAY Il NE Sai predudié inD2 Wds & sigdificgntly iveF 14K,483 b/d due

to scheduled maintenance toward the end of the year. Production from the Bahrain field remained
more or less flat witta preliminaryestimate of 47,738 b/d in Q4.

During the year 2016 as a whole, oil production in Bahrain exceeded 200,000 b/d with a total of
205677b/d! 6dz {I QF) FI K LINRRdzOSR af A3kite Ay SEOS
annual average of36,925 while production from the Bahrain field reached 48,753 b/tl. K NI A y |
G2d0FKt 2Af 2dzildzi Ay wHnanmc gl a HOM> KAIKSNI
increased by 4% whereas the Bahrain field withessed a 3.6% YoY drop.

Bapco in Novembezoncluded an agreement with Eni of Italy and the local Tatweer Petroleum on
the future development of national production assets. The partremes planningto evaluate
exploration and productive resources in the Kingd&apco recently completed a geolagli@and
geophysical survey of its offshore blocks and deep gas reserves. It is inviting international oil
companies to develop these assets with a bidding round expected in 2018. Bahraitheddeep

drilling in the Khuff reservoir in 2014. The drillingsnat the depth of 8,0000,000 meters and
production began in 2015.

Crude oil production, b/d
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* The December figure is an estimate.
SourceNational Oil and Gas Authority

Infrastructure accounts forcontinuity

The sharp increase in the growth rate of the Construction sectors attests to the critical role of
infrastructure investments asraajorcountercyclical growth driver in Bahrain. The overall pipeline
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The aggregate value ¢
GCd¢unded projects
that have broken
ground more than
doubled in the course
2016

of projects stand at USD69.7bn as of early Decembecading to MEEDWhile the total was
marginally down @120 Ay 2, (GSN¥XYasx AG A& SldzA Gl f Syl

The GCC Development Fund constitutes an important element of this project pipeline asekhas

a major acceleration in implemeniah during the past yeaiThe total value of projects that ke
actually broken ground more than doubled from a total of USD1,25ibnQ15 to USD3,056mn

as of December 2016. During the same period, the value of projects that had gone to tend rose by
20.5% to USD4,262mn. Consequgnthe aggregate value of active projects should continue to
expand significantly further in the coursé 2017aswork on these ventures beginslore than a

third of the GCC project pipeline is allocated to housing developments, while 21% is accounted fol
by electricity and water projects, and 16% by the airport redevelopment.

GCC Development Furpmtoject pipeline, USD mn (cumulative totals)
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Apart from landmark manufacturing investments (see below), several other projects are making
headway:

% Tendering is underway for the EPC contract for the Baliage plant expansion. The project
is set to double the capacity of the plans from 200,000 to 400,000 cu m a day

A financial consultant has been appointed for the Al Dur 2 independent power and water
project for a 1,500 MW gafired power station

Development work is due to stashortly on a light rail network

Much of the project pipeline is focused on the resatate sector which has shown considerable
resilience in the face of challenging market conditions across the regibite rentals in theffice

and retail markets have beegenerallystagnant, they have generally exceeded expectations in
the residental segment.

The recorded value of new contracts awards in Bahrain reached an estimated USD357mn in 4QA1¢
Major new awards in October includéle relocationof cable networks and the construction of
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Major real estate
projects were awardec
towards the end of
2016

Trade volumes showe
renewed growth in the
autumn

YySg adomaidliArzya Ay O02yySOlAzy 6A0GK YIF22N KA
contract to build a pipeline system and storage facilities in the second phase of a project designed
to recover highvalue products from gas. Upon completion, the combined gas processing capacity
of BNGEC (Bahrain National Gas Expansion Company) and Banagas will reached 653mn cu ft a ¢
A USD55mn project for the Waterfront Villas on Dilmunia Health Islandsivagarly, awarded in
October.

The most important project award in November were the USD150mn Harbour Row residential
project, a USD53mn award for the construction of the Marassi Resédeat the Marassi al Bahrain
residential project, and Marina Development at Bahrain Marina. Harbour Row, located next to the
Bahrain Financial Harbour, will have 450 residential units as well as retail and restaurant offerings
Work is expected to be caneted in late 2018 The Marassi Residences is a 875,000 sg m
development with 281 units and part of theavéssi al Bahrain project undertaken jointly by Eagle
Hills and Diyar al MuharraG.ompletion is projected in late 2018.

According to theSurvey and.and RegistratioBureay the aggregateeal estate trading volume
during2016reachedBHOL.21bn, which was som&4.2% below the2015total of BHD1.04bnThe
slowest quarter during the year was Jdgptember, when transactionstalled BHD226.36mrin
Q4,they rebounded to BHD251.77mn, which was 12% down YoY.

Aggregate value of real estate transactions, BHD
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Tradevolumes rebound in H2

The autumn saw somenewed growth in trade volumes after a quiet summlenports reached
a total of USD10.6bn during the first eleven months of 2016, down 7.1% YoilMaports of
national original totalled USD4.4bn, which was 8.2% below the total attained in Jaxaggnber
2015. Reexports amounted to an aggregateldSD1.8bn during the first 11 months of 2016, which
represented a neahalving from 2015 levelsa drop of 45.2%. This has been linked to significantly
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Consumer price
inflation slowed down
sharply in 2H16 with
food price inflation in
fact turning negative

lower import volumes in other parts of the region, tnéi  y 2 G 60 f & .-exforhthaikef,Q &
Saudi Arabia.

In general the total value of Saudi imports hasce Marchbeen consistently below the monthly
figures recorded in 2022015.However, the numbers rebounded sharpiyOctober Saudi import
volumes, as opposed to values, have, in fact, continued to grow. Import values have been affected
by the strength of the US Dollar along with a period of weaker commodity prices

Non-oil trade, USD mn
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Source: Information & eGovernment Authority, prelimirdaga from Customs Affairs

Inflationary pressuresdiminish further

Bahrain experienataclear pickup in price pressures during the first half of the year as a result
of a range of subsidy modifications. Since then, however, the Consumer Price Index readings hav
been on a remarkably consistent downtrend. Indedgs @annual rate of consumegrice increases
slowed down tgust 1.5% in October anti9% in November. Overall, consumer prices during the
first 11 months of the year were 3.2% higher than duthngcorresponding period of 2015.

Trends within the Consumer Price basket have beconreasingly divergent, howeveA sharp
deflation has been observed in food prices, which declined by an annual 7.1% in October and by
5.1% in November. To an extent this is reflective of an absence of major upward pressures in the
global agricultural commaties markets as well as the strength of the US Dollar. Bahrain, like the
rest of the Gulf, imports most of its foolloreover,the sharp reversal in prices also reflects a base
effect from the upward jump that materialized a year earlier as a range dfigyleforms were
implemented.

Housing costs have been on a vgnadualdowntrend and rose by an annual 3% during the
SeptemberNovember period. This suggests that the effects of earlier subsidy reforms have proven
fairly shortlived. It also reflects th general stability of the real estate market at a time when new
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New credit growth
decelerated somewtha
in Q3 mainly in
connection with slowe
growth of Government
loans

supply is coming to the market and demand growth has been curbed by lower growth across the
region.

A strikingly different picture can be observed in the transportation costs which haveriséemat
doubledigit rates throughout the year and increased by an annual 15.3% in November.

Consumer price inflation
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New loan growth decelerates

Credit growthin Bahrain has experienced some renewstdwdown from the peaks recorded
around the beginning of 2016. The YoY increase in new retail bank loans was just over 1% i
October However, during the preceding quarter, the annual rateragel 4.4%. The sharply
lower rate in October was most immediately attributable to a sharp decline in lending to the
Government, which contracted by BHD202.5KmiY¢ or some 42.8%However, little changén

the aggregate volume of lending to the Governmeards observed as compared to the preceding
quarter.

The composition of the outstanding loans portfolio has remained fairly static in recent months
Business loans accounted for 52.1% of the total, led by Construction and Real Estate (16.7% of tt
total portfolio), Trade (14%), and Manufacturing (6.9%). The share of personal loans in the total
retail bank portfolio was 44.5%. Loans secured by a prgpedrtgage made up 18.7% of the total,
more than any other category. 3.4% of all retail bank lending went to the Government as of
October.
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Yearon-year credit growth to the private sector and government (BHD mn)
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Deposit gowth has remained subdued during the year and in fact the overall deposit base declined
slightly betwea July and October. In YoY terms, deposits declined by just under 1.8% to stand at
BHD16,174.6mn as of October. Ndmgless, bank liquidity is relativelample by regional
standardsThe loan to deposit (Dinafenominated) ratio of Bahraini retail banks was 88.4% in Q3,
up somewhat on 84% a year earlier.

Deposit liabilities to nonbanks (BHD mn)
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