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Contrary to expectations, the Georgian economy hasn't suffered from recent economic
uncertainties in Turkey. The trade balance with Turkey improved by 13.0% y/y in 1H17
despite the GEL’s real appreciation against the TRY. Investments from Turkey rose by
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Recent economic developments

Stronger external demand helped GDP grow by 4.5% yly in 1H17. A surge in
goods exports, robust tourist arrivals, strong growth in remittances and modest growth
in imports improved the current account balance and stabilized the currency.

By sector, GDP growth was broad-based in 1Q17. Real GDP growth was 5.1% yly
in 1Q17 - the highest level since 3Q14. Construction was the fastest-growing sector,
expanding by 21.6% vyly, followed by communications (+11.5% yly), hotels and
restaurants (+8.7% yly) and manufacturing (+8.0% vyly), reflecting the widespread
recovery in external demand and improved business and consumer confidence locally.
Agriculture (-1.5% yly) and public administration (-1.3%) were the only sectors in the
red in 1Q17. Based on GeoStat preliminary estimates, growth was 4.0% in 2Q17,
indicating 1H17 growth of 4.5% yly. The 2Q figure was pulled down by growth
unexpectedly slowing to 2.1% yly in May, which can be attributed to a temporary
slowdown in construction.

Figure 5: Nominal GDP structure 1Q17 Figure 6: Real GDP growth and contribution to growth yly
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Private domestic demand drove growth in 1Q17. Private consumption increased by
7.3% yly in real terms in 1Q17, supported by a 22.3% yly increase in money transfers
and 17.9% yly growth in credit supply. Meanwhile, real public consumption was down
5.6% yly, in line with the government's plan to reduce current expenditure, bringing
total consumption growth to 4.6% y/y. Investment fell by 0.7% yly in 1Q17 in real
terms, as 0.5% growth in private investment was not sufficient to offset a 13.4% fall in
public infrastructure spending due to seasonal factors. However, the government
accelerated infrastructure spending in 2Q and real public investments increased by
25.8% yly in the quarter (our estimates). Net exports contributed +1.2ppts to growth,
as surge in exports largely absorbed a rise in imports.
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Figure 7: Real consumption growth Figure 8: Real investments growth
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We expect the planned fiscal stimulus and continued improvement in the
external environment to fuel growth in 2H17. We see the government’s budgetary
focus on infrastructure spending and corporate tax reform boosting investment in
2H17 and beyond. We also expect a continued recovery in trade partner countries to
support export revenues, remittances and tourism arrivals. Furthermore, the recently
signed free trade agreement with China should broaden the country’s export base.
While there are still risks to growth from the external sector, as new sanctions on
Russia may reduce positive spillovers of the Russian recovery, these risks seem
minimal given the diversified nature of the Georgian economy. Moreover, we expect
fiscal stimulus to mitigate any slowdown in external markets. Therefore, we revise our
2017 growth projection up to 4.7% from 4.3%.

Tourist arrivals surged to 1.3mn visitors, boosting tourism revenues to US$
1.1bn in 1H17 - an increase of 26.0% yly. Total international arrivals increased by
13.4% yly to 3.0mn, fueled by growth in tourist arrivals (+29.1% yly) and transit visitors
(+17.1% yly). These largely offset a 2.7% yly fall in same-day arrivals in 1H17. The
number of visitors increased from all traditional visitor countries except Turkey (-15.9%
yly). The largest contributors to the growth in arrivals were Armenia (+16.2% yly) and
Russia (+27.5% yly). With 3.2x growth, Iran became the fifth largest source of
visitors, replacing Ukraine (+18.8% yly) in 1H17.

Notably, tourist inflows are becoming more diversified as arrivals are increasing from
non-neighboring countries like Israel and India, and arrivals from EU are also on an
upward trajectory. Georgia became a popular tourist destination, and we expect strong
tourist arrivals throughout 2017. We project tourism revenues to increase by 20.0% yly
to US$ 2.6bn in 2017.
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Figure 9: International arrivals by type Figure 10: Tourism inflows
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Goods exports increased drastically in 1H17. Weak external demand and low
commodity prices weighed on export growth in 2015-2016. However, as oil prices
firmed and the economies of Georgia’s oil-exporting trading partners recovered, 1H17
exports to CIS markets rebounded 61.2% yly (38.4% of the total). Exports to the EU
also rose by 30.4% yly (23.9% of the total), while exports to other countries (mainly
China, Turkey, US) increased by 8.7% yly (37.7% of the total). As a result, total
exports grew 30.1% yly in 1H17. Among the major products, exports of copper,
ferroalloys, wine, mineral waters, pharmaceuticals and spirits increased, while,
fertilizers, nuts and gold exports decreased. Our calculations suggest that in real
terms, exports were up 18.7% yly in 1H17.
Figure 11: Exports Figure 12: Trade deficit
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Figure 13: Exports by product, 1H17 Figure 14: Exports by country, 1H17
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Imports growth slowed in 2Q17, which we view as temporary. Growth in imports
slowed to 3.6% yly in 2Q17 from 15.1% yly growth in 1Q17. As a result, the trade
deficit was almost flat, increasing by only 0.2% in 1H17. In 2H17, we expect firming
world commodity prices and acceleration in infrastructure projects to moderately
increase imports, while exports are likely to continue robust growth given the low base
of last year.
Figure 15: Imports and contribution to import growth Figure 16: Imports by product, 1H17
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Migrant remittances recovered due to a stronger RUB and the continued growth
from other remitting countries. Recovery in money transfers started in June 2016,
and growth accelerated further at end-2016 as remittances from Russia rebounded
due to strong RUB. In 1H17, remittances increased 19.7% yly to US$ 0.6bn. Money
transfers increased significantly from such major remitting countries as the US
(+17.9% yly), ltaly (+10.2% yly), Greece (+7.4% yly), Israel (+98.8% yly), Turkey
(+30.6% yly), and Spain (+9.8% yly), which combined accounted for 50.1% of the
total. Notably, despite the growth, Russia’s share of remittances remains at 33.0% of
the total, well below the pre-2014 level of 50%. Remittances from the EU remain
stable at 30.4% of the total, and with the appreciation of the EUR vs the US$, we
expect the dollar value of remittances to further increase strongly throughout 2017.
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Figure 17: Money transfers Figure 18: Money transfers by country, 1H17
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Georgia’s current account (CA) deficit shrank to 11.8% of GDP in 1Q17 from
13.5% in 1Q16. Notably, the negative balance in the goods trade, traditionally the
major cause of the CA deficit, increased by 5.6% y/y as both exports and imports were
up in 1Q. However, the positive balance in services, fueled by tourism inflows, and net
transfers covered 80% of the goods trade deficit compared to 65% in 1Q16. The
income balance (-6.1% of GDP) was up 34.7% yly, mostly due to reinvestments. Net
FDI, up 7.2% yly (11.0% of GDP), financed almost the entire CA deficit, with a small
part financed by other investments. FDI flows were directed mainly towards the
transport, real estate and financial sectors. Reserves were up by US$ 60mn in 1Q17,
as the capital and financial account was higher than the CA. Given strong growth in
external earnings, we expect CA deficit to decline to 12.0% of GDP in 2017 from
13.5% of GDP in 2016.

Figure 19: CA deficit as % of GDP Figure 20: Inward FDI by sector 1Q17
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Headline inflation rose to 7.1% in 1H17 mainly due to excise tax hikes. Firming
world commodity prices, the lagging effect of the weaker GEL and excise tax hikes
have been putting pressure on prices since January. Annual inflation came at 5.4% in
1Q17 and increased further in 2Q17 to 7.1%, above the NBG's target of 4.0%.
Notably, 2.6ppts of the price growth was due to excise-tax-related increases in fuel
and tobacco prices. With overall price growth driven broadly by fuel and food prices,
core inflation remained below headline at 4.5% in 1H17. Being committed to price
stability the NBG increased the policy rate to 7.0% in 1H17 from 6.5% at end-2016, in
response to increased inflation expectations. In line with the NBG’s guidance, we do
not expect further rate hikes in 2017, as the NBG considers the price pressures as
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transitory. We forecast inflation to come in at 6.2% in 2017 and decline rapidly in 2018
toward the 3.0% target once the effects of the excise tax increases fade.

Figure 21: Annual inflation Figure 22: US$/GEL exchange rate
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The GEL’s strength reflects favorable external conditions and the related uptick
in growth. After a weak start to 2017, the GEL started appreciating in mid-February,
reflecting stronger external eamings and the pick-up in economic activity. The
currency has been stable at 2.4 vs the US$ since February, showing a 10.0%
appreciation in 1H17. As other regional currencies also gained, the GEL’s real
effective exchange rate appreciated slightly in March and April. The GEL started
strengthening further in the beginning of April and fell below 2.4 vs the US$. The NBG
intervened in the FX market in April and June, with total purchases of US$ 89.8mn in
1H17, which was likely an effort to maintain the economy’s competitiveness. As the
GEL’s appreciation path slowed due to these interventions, the REER has weakened
slightly in recent months. Our calculations suggest that the GEL'’s fair value against
the US$ is close to 2.35 and that the currency is currently slightly undervalued. We do
not expect any dramatic movements this year and see the GEL at 2.3 vs the US$ in
the medium term.
Figure 23: NEER/REER (January 2014 = 100) Figure 24: NBG’s net interventions (US$m)
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The uptick in growth, combined with improved expectations, has fueled banking
sector credit growth. A 29.9% expansion in the retail loan book drove the credit
portfolio up by 17.9% yly to GEL 19.3bn in 1H17. Excluding FX effects, the loan
portfolio was up 13.4% yly in 1H17 vs 8.2% yly growth in 1H16.
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Measures under the central bank’s new de-dollarization schemes (de-dollarization of
existing US$-denominated loans and issuance of retail loans up to GEL100,000 only
in local currency) resulted in robust expansion in GEL lending while US$-denominated
loans grew by a mere 3.8% yly in 1H17. This pushed the loan dollarization ratio down
to 59.0% in June from 65.5% in December 2016. Deposit dollarization also retreated
to 67.5% from 71.4% over the same period as the stronger GEL improved consumer
sentiment on the currency. NPLs remained low at 3.5% (-0.2ppts yly), and ROE was
24.9% in 1H17.

Figure 25: Loan portfolio growth Figure 26: Dollarization
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In 1H17, tax revenues were higher than expected. Consolidated budget tax
revenues rose by 14.2% yly to GEL 4.7bn in 1H17 and accounted for 105.4% of the
budgeted amount. Better-than-expected growth and higher inflation compared to the
budget framework (the 2017 budget is based on 4.0% GDP growth and 4.0% GDP
deflator projections) were the reasons for the stronger tax collection. Notably, in 1H17
GEL 120mn were retained by businesses for reinvestments - the effect of the
corporate income tax reform (only distributed profits taxed) introduced in January
2017.

Figure 27: Tax revenues, GEL mn and % change yly
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Public infrastructure spending accelerated in 2Q17 after falling in 1Q17. The
consolidated budget was in surplus in 1Q17, as capital spending was down 9.2% yly,
while the revenue stream was above the budgeted figure. As infrastructure spending
accelerated in 2Q17, capital expenditure (+34.1% yly) and net lending (+109.4% yly)
both increased strongly. Meanwhile, current expenditure rose by 8.9% yfy in 2Q17




FA) GALT & TAGGART

RESEARCH Georgia | Economy
August 8, 2017

after growing 7.3% yly in 1Q17. Overall, 1H17 fiscal deficit accounted for only 18.5%
of the total 2017 budgeted amount (4.1% of GDP). Budget infrastructure spending is
expected to accelerate in 2H17, widening the fiscal deficit. Meanwhile, we do not see
material effect on GEL from increased spending, as acceleration will reflect increased
capital spending financed mainly by external borrowing. We expect the fiscal deficit to
comply with the budgeted amount in 2017 as agreed with IMF.

Figure 28: Fiscal deficit as % of GDP
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The state budget in 1H17 remained broadly in line. Current expenditures
accounted for 95.4% of the budgeted amount. Capital spending stood at 91.1% of the
planned amount due to a slowdown in 1Q17, but was still an improvement compared
to the 80.1% execution rate last year. Higher-than-budgeted revenues, combined with
underspending in current and capital expenditure, resulted in an increase in
government deposits of GEL 291.6mn compared to the planned reduction of GEL
83.7mn in 1H17.

Assessment of spillover impact from Turkey

Contrary to expectations, the Georgian economy hasn’t suffered from recent
economic uncertainties in Turkey. Turkey is Georgia’s largest trading partner, being
traditionally a top source of imports, and it was the third largest export market in 1H17.

The trade balance with Turkey improved by 13.0% yly in 1H17 despite the GEL’s
real appreciation against the TRY. The depreciation of the Turkish lira since 2014,
especially in Spring 2017, has raised concerns that cheap imports from Turkey could
flood the Georgian market. However, despite the real appreciation of the GEL vs the
TRY in 1H17, exports to Turkey rose by 12.9% yly while imports were down 9.0% yly,
bringing the trade deficit down. Notably, the major adjustment in Georgia’s imports in
the wake of the GEL’s depreciation in 2015 came on the back of a 23.2% yly reduction
in imports from Turkey. This likely indicates that Georgian importers tapped cheaper
markets.




We) GALT & TAGGART

RESEARCH Georgia | Economy

August 8, 2017

Figure 29: Trade deficit with Turkey Figure 30: FDI from Turkey
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FDI and remittances from Turkey continue to grow strongly. Investment from
Turkey increased by 42.1% yly in 1Q17 and accounted for 20.2% of the total,
continuation of the trend prevailing in 2015-2016. This highlights that policy uncertainty
in Turkey, combined with Georgia’s business-friendly environment, is resulting in
capital moving from Turkey to Georgia. We expect FDI from Turkey to reach US$
300mn this year and be directed toward energy, manufacturing, hospitality and
transport sectors. Remittances from Turkey grew by a robust 30.6% in 1H17, and
Turkey’s share in total remittances has been increasing in recent years.

On the other hand, visitor arrivals from Turkey fell by 15.9% yly in 1H17.
Temporary travel restrictions (related to the failed coup) introduced by the Turkish
government in 2016 as well as ongoing renovation works on the Turkish side of the
Georgia-Turkey customs check-point have been weighing on Turkish arrivals since
June 2016. As a result, the share of Turkish arrivals declined to 17.7% of the total in
1H17 from 23.9% in the same period last year. While robust growth from other
countries fully offset this drop, recent data show that the pace of the drop in Turkish
arrivals is slowing, which is a good sign for Georgia.

Figure 31: Remittances from Turkey Figure 32: Tourist arrivals from Turkey
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Figure 33: Tax revenues by type, 1H17
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Figure 35: NPLs
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Figure 34: Public debt as % of GDP
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Figure 36: International reserves
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Disclaimer

This document is strictly confidential and has been prepared by JSC Galt & Taggart ("Galt & Taggart"), a member of BGEO group plc (‘Group”) solely for informational purposes and independently of the
respective companies mentioned herein. This document does not constitute or form part of, and should not be construed as, an offer or solicitation or invitation of an offer to buy, sell or subscribe for any
securities or assets and nothing contained herein shall form the basis of any contract or commitment whatsoever or shall be considered as a recommendation to take any such actions.

Galt & Taggart is authorized to perform professional activities on the Georgian market. The distribution of this document in certain jurisdictions may be restricted by law. Persons into whose possession
this document comes are required by Galt & Taggart to inform themselves about and to observe any and all restrictions applicable to them. This document is not directed to, or intended for distribution,
directly or indirectly, to, or use by, any person or entity that is a citizen or resident located in any locality, state, country or other jurisdiction where such distribution, publication, availability or use would be
contrary to law or regulation or which would require any registration or licensing within such jurisdiction.

Investments (or any short-term transactions) in emerging markets involve significant risk and volatility and may not be suitable for everyone. The recipients of this document must make their own
investment decisions as they believe appropriate based on their specific objectives and financial situation. When doing so, such recipients should be sure to make their own assessment of the risks
inherent in emerging market investments, including potential political and economic instability, other political risks including without limitation changes to laws and tariffs, and nationalization of assets,
and currency exchange risk.

No representation, warranty or undertaking, express or implied, is or will be made by Galt & Taggart or any other member of the Group or their respective directors, employees, affiliates, advisers or
agents or any other person as to, and no reliance should be placed on, the fairness, accuracy, completeness or correctness of this document and the information contained herein (and whether any
information has been omitted from this document) and no reliance should be placed on it. This document should not be considered as a complete description of the markets, industries and/or companies
referred to herein. Nothing contained in this document is, is to be construed as, or shall be relied on as legal, investment, business or tax advice, whether relating to the past or the future, by Galt &
Taggart any other member of the Group or any of their respective directors, employees, affiliates, advisers or agents in any respect. Recipients are required to make their own independent investigation
and appraisal of the matters discussed herein. Any investment decision should be made at the investor's sole discretion. To the extent permitted by law, Galt & Taggart, any other member of the Group
and their respective directors, employees, affiliates, advisers and agents disclaim all liability whatsoever (in negligence or otherwise) for any loss or damages however arising, directly or indirectly, from
any use of this document or its contents or otherwise arising in connection with this document, or for any act, or failure to act, by any party, on the basis of this document.

The information in this document is subject to verification, completion and change without notice and Galt & Taggart is not under any obligation to update or keep current the information contained
herein. The delivery of this document shall not, under any circumstances, create any implication that there has been no change in the information since the date hereof or the date upon which this
document has been most recently updated, or that the information contained in this document is correct as at any time subsequent to the date on which it is supplied or, if different, the date indicated in
the document containing the same. No representation or warranty, expressed or implied, is made by Galt & Taggart or any other member of the Group, or any of their respective directors, employees,
affiliates, advisers or agents with respect to the accuracy or completeness of such information.

The information provided and opinions expressed in this document are based on the information available as of the issue date and are solely those of Galt & Taggart as part of its internal research
coverage. Opinions, forecasts and estimates contained herein are based on information obtained from third party sources believed to be reliable and in good faith, and may change without notice. Third
party publications, studies and surveys generally state that the data contained therein have been obtained from sources believed to be reliable, but that there is no guarantee of the accuracy or
completeness of such data. Accordingly, undue reliance should not be placed on any such data contained in this document. Neither Galt & Taggart, any other member of the Group, nor their respective
directors, employees, affiliates, advisors or agents make any representation or warranty, express or implied, of this document's usefulness in predicting the future performance, or in estimating the
current or future value, of any security or asset.

Galt & Taggart does, and seeks to do, and any other member of the Group may or seek to do business with companies covered in its research. As a result, investors should be aware of a potential
conflict of interest that may affect the objectivity of the information contained in this document.

This document is confidential to clients of Galt & Taggart. Unauthorized copying, distribution, publication or retransmission of all or any part of this document by any medium or in any form for any
purpose is strictly prohibited.

The recipients of this document are responsible for protecting against viruses and other destructive items. Receipt of the electronic transmission is at risk of the recipient and it is his/her responsibility to
take precautions to ensure that it is free from viruses and other items of a destructive nature.
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