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Historically, debt markets in Gulf Cooperation Council (GCC) countries have been unable to qualify for inclusion in
emerging-market fixed income indexes, or any other major fixed income index. The qualities associated with GCC
countries, such as higher per-capita income levels and investment-grade debt, tend to exceed the criteria for
index inclusion, even though they possess characteristics on par with emerging markets.

Here, Mohieddine (Dino) Kronfol, chief investment officer, Franklin Templeton Global Sukuk and MENA Fixed
Income Strategies, explains why he and his team think the planned inclusion of the GCC in the prominent J.P.
Morgan Emerging Market Bond Index (EMBI) could be an exciting milestone for the region.

The recent announcement that Gulf Cooperation Council (GCC)% countries are planned to be included in the

Emerging Market Bond Index (EMBI)Z is an exciting milestone not only for the region, but for the wider fixed
income universe, in our view.

J.P. Morgan is planning to add sovereign and quasi-sovereign debt issuers from Saudi Arabia, Qatar, the United
Arab Emirates, Bahrain and Kuwait to the index between January 31 and September 30, 2019. This index
expansion offers investors exposure to another region of bond opportunities within the index. Oman, the sixth
member state of the GCC, is already included in the EMBI. This change will effectively bring all GCC member
states into the index.

GCC inclusion in the EMBI could add around US$150 billion of debt to this index, according to J.P. Morgan’s
analysis. And, the region could represent 12 percentage points in the index by the time the new GCC countries
are phased in over a six-month period, with a 2% weighting added monthly. This could bring total index
representation from the Middle East up to 18%, putting it on par with emerging markets in other regions such as

Europe (22%) and Asia (17%) .2
Expanding the Index

J.P. Morgan’s EMBI inclusion criteria for emerging markets currently relies on an index income ceiling (11C)
classification (a gross national income per capita below US$18,769), and a credit rating below investment grade
at A-/A3 for three consecutive years. Interestingly, Oman is the only GCC country already in the EMBI due to its
low gross domestic product (GDP) per capita. The remaining GCC countries have higher income levels than most
other emerging markets, and their debt bears investment-grade ratings. So, these countries don’t quite fit within
the parameters outlined for the J.P. Morgan EMBI.

As such, a change has been proposed that introduces a purchasing power parity (PPP) ratio to the EMBI.
Countries with a PPP ratio below 60% will fit within the parameters for index inclusion even if their gross national
income per capita is above the index income ceiling, or if their credit rating is classified as investment-grade.


http://emergingmarkets.blog.franklintempleton.com/pdf.php?p=12132#_ftn1
http://emergingmarkets.blog.franklintempleton.com/pdf.php?p=12132#_ftn2
http://emergingmarkets.blog.franklintempleton.com/pdf.php?p=12132#_ftn3
http://emergingmarkets.blog.franklintempleton.com/pdf.php?p=12132#_ftn4

In our view, it would increase liquidity and the size of the investible emerging-market universe as GCC bonds
would become more visible to international investors.

The GCC Bond Market—A Decade in the Making

The GCC bond market is unrecognizable from a decade ago due to the volume of issuances—the market now
stands at more than US$400 billion in total outstanding debt.2 Sovereign debt credit ratings for four of the six

GCC countries are now “Al” or higher with a prominent international credit ratings agency.®
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GCC Total DebtlIssuances Suggest Long-Term Growth

More ThanU$$400 Billion Issuances Since 1999

Bonds and Sukuk Issuancesin GCC Countries
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Source: Bloomberg, as of December 2017 Data excludes short-term issuance by central banks and other restricied interbank offerings. See
wiw franklintempletondatasources.com for additional data provider information.

The Gulf Cooperation Council (GCC} is an alliance consisting of Saudi Arabia, Kuwatt, the United Arab Emirates, Qatar, Bahrain and Oman.

A recent record-breaking year of GCC debt issuance—which includes traditional bonds and sukuk—to the tune of
US$85 billion in 2017 came as a result of GCC governments’ efforts to diversify economies away from a reliance
on fossil fuels.



http://emergingmarkets.blog.franklintempleton.com/pdf.php?p=12132#_ftn5
http://emergingmarkets.blog.franklintempleton.com/pdf.php?p=12132#_ftn6
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Investor considerations for these bonds include the potential impacts of oil-price volatility and adverse
geopolitical events on GCC bonds. According to our research, GCC bonds typically have had a low correlation to
oil prices and to other fixed income assets, yet can offer the potential for risk-adjusted returns as well as portfolio

diversificationZ

In conclusion, we view this as a positive development that indicates that the GCC region could be on more solid
footing than before, due to the development of the region’s financial markets and a heavy government
reprioritization on spending during periods of oil price volatility. And, as the region’s economies continue to
reform and develop, we think its inclusion in the EMBI will offer investors even more potential for fixed income
diversification.

The comments, opinions and analyses presented herein are for informational purposes only and should not be
considered individual investment advice or recommendations to invest in any security or to adopt any investment
strategy. Because market and economic conditions are subject to rapid change, comments, opinions and
analyses are rendered as of the date of the posting and may change without notice. The material is not intended
as a complete analysis of every material fact regarding any country, region, market, industry, investment or
strategy.

Data from third-party sources may have been used in the preparation of this material and Franklin Templeton
Investments (“FT1”) has not independently verified, validated or audited such data. FTI accepts no liability
whatsoever for any loss arising from use of this information, and reliance upon the comments, opinions and
analyses in the material is at the sole discretion of the user. Products, services and information may not be
available in all jurisdictions and are offered by FTI affiliates and/or their distributors as local laws and regulations
permit. Please consult your own professional adviser for further information on availability of products and
services in your jurisdiction.

To get insights from Franklin Templeton delivered to your inbox, subscribe to the Investment Adventures in
Emerging Markets blog.

For timely investing tidbits, follow us on Twitter @FTI_emerging and on LinkedIn.

What Are the Risks?

All investments involve risks, including the possible loss of principal. Bond prices generally move in the opposite
direction of interest rates. Thus, as the prices of bonds in an investment portfolio adjust to a rise in interest rates,
the value of the portfolio may decline. Investments in foreign securities involve special risks including currency
fluctuations, economic instability and political developments. Investments in emerging markets, of which frontier
markets are a subset, involve heightened risks related to the same factors, in addition to those associated with
these markets’ smaller size, lesser liquidity and lack of established legal, political, business and social
frameworks to support securities markets. Because these frameworks are typically even less developed in
frontier markets, as well as various factors including the increased potential for extreme price volatility, illiquidity,
trade barriers and exchange controls, the risks associated with emerging markets are magnified in frontier
markets. Stock prices fluctuate, sometimes rapidly and dramatically, due to factors affecting individual
companies, particular industries or sectors, or general market conditions.

1. The Gulf Cooperation Council is an alliance between six Middle Eastern countries: Bahrain, Kuwait, Oman,
Qatar, Saudi Arabia and United Arab Emirates (UAE).

2. The J.P. Morgan Emerging Markets Bond Index tracks bonds in emerging markets. Indexes are unmanaged and
one cannot directly invest in them. They do not include fees, expenses and sales charges.

3. Source: J.P. Morgan. These figures are estimates only. There is no assurance that any estimate, forecast or
projection will be realized.
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4. Purchasing power parity (PPP) measures the total amount of goods and services that a single unit of a
country’s currency can buy in another country. PPP can be thought of as an alternative currency exchange rate
but based on actual prices.

5. Bloomberg, as of December 2017. Data excludes short-term issuance by central banks and other restricted
interbank offerings. See www.franklintempletondatasources.com for additional data provider information.

6. Changes in the credit rating of a bond, or in the credit rating or financial strength of a bond’s issuer, insurer or
guarantor, may affect the bond’s value.

7. Diversification does not guarantee profit or protect against risk of loss.
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