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Let’s Float Together e

Azerbaijan’s central bank moved to a floating exchange rate on December 21,

Georgia's exposure to Azerbaijan

causing an immediate 32.3% devaluation of the AZN against the US$. While % of GDP oM14 oM15
Azerbaijan is Georgia’s important trading partner, its already reduced share Re-exports 3.5% 1.2%
(dominated by re-exports) in Georgian exports minimizes the potential negative impact of Geo-orainated exports Yo o
the devaluation on Georgia’s trade balance. Moreover, Georgia’s well diversified export Eourism revenues 3% S%

Feee ol 0 : H Remittances 1% 1%
markets_ limit the potent@l |m.pact of_ turbulence in any parhcula_lr traqlng pa_lrtner economy. Total 9.3 87
We believe that Georgia will continue to benefit from Azeri tourist arrivals. FDI from Source: GeoStat, G&T Research

Azerbaijan should also hold up in the medium term thanks to the ongoing regional
infrastructure projects of strategic importance. We expect that devaluation-related
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price increases in Azerbaijan and moderate inflation growth in Georgia will partially gare urrency weakening vs US$

contain the extent of the GEL’s real appreciation vs the AZN. Overall, we do not 60%
expect a material impact on the GEL from the recent AZN devaluation due to the 50%
sizable external adjustment of the Georgian economy that has already taken place. 40%

30%
Azerbaijan is the top destination for Georgian exports (mostly re-exports), but 20%
its share in total exports has fallen sharply over the last two years. Georgian 10%
exports to Azerbaijan accounted for 11.5% of total exports in 11M15 compared to 19.0% in e 0 » @ 8 w £ 0 £ @
2014 and 24.4% in 2013. In 11M15, exports to Azerbaijan more than halved (-54.7% yly) to 5ad g g 8 g g g 8
US$ 231.3mn, driven by a 58.8% yly drop to US$ 138.9mn in re-exports (mainly cars), < o2 § ° § *
which accounted for 60% of total Georgian exports to Azerbaijan. Car re-exports have been *
on a downward trend since April 2014 due to the introduction of Euro 4 regulations, ,Svg;‘e’fgg%"e":gﬁ;fmaﬁona,mm period 1 Aug 2014 21 Dec
compounded by new regulations on car loans in Azerbaijan. Exports of Georgian origin to 2015

Azerbaijan have also suffered, down 46.7% yly to US$ 92.4mn in 11M15 on the back of

lower demand. We expect the recent AZN devaluation to result in a further drop in Georgian Figure 2: National Bank reserves (%

exports to Azerbaijan. However, it will not have a sizable negative impact on Georgia’s change)

trade balance, given Azerbaijan’s already reduced share and its dominance by re-exports, 10%

which create less value-added for the economy. Moreover, the savings from the associated 13;

contraction in car imports to Georgia and a lower oil import bill should help minimize o0

potential negative impact. -30%

Despite the AZN’s 25.1% devaluation against the US$ in February 2015, tourist :8;;

arrivals from Azerbaijan have been increasing, and we expect this trend to -60%

continue. Geographical proximity and relative cheapness played an important role as 70% c % » 2 & 9 v s <
Azeri arrivals increased 8.9% yly in 11M15 to 1.3mn (23.5% of total arrivals), with the g gtglis g
strong upward trend particularly noticeable since April. Faced with even lower real incomes, § © > R 3

some Azeris will probably stop travelling to Georgia. But Georgia will likely attract Azeris
; " Source: IMF
who used to travel to more expensive destinations. These factors may offset each other, Note: From August 2014 to October 2015; Armmenia's reserves
thereby minimizing any negative impact on Azeri arrivals. Moreover, the expected increase exclude a US$ 500mn Eurobond isstied in March 2015
in arrivals from Russia due to the current Russia-Turkey standoff and the volatile security
situation in Egypt could compensate for any drop in arrivals from Azerbaijan.

We do not expect a material decline in Azeri FDI to Georgia in the medium term as
investments that are crucial for the Azeri economy have already been authorized.
Azerbaijan topped the list of investors in Georgia with US$ 172.7mn (+56.4% yly) in 3Q15,
the highest quarterly level since records started, and US$ 392.0mn (+55.3% yfy) in 9M15.
The FDI was primarily driven by the BP-related US$ 2bn gas pipeline expansion for carrying
additional gas volumes via Georgia to Turkey and Europe and the Baku-Thilisi-Kars railway
project. Azeri investments will likely decline upon completion of these projects, but the
shortfall will be partially offset by the stream of revenue that the projects will generate for
Georgia.
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Increased price pressure in Azerbaijan following the AZN nominal depreciation will
prevent significant real appreciation of the GEL vs the AZN. In 2015, inflation was
higher in Georgia (6.3% in November) than in Azerbaijan (3.7% in November). However,
expected price hikes in Azerbaijan will push up Azeri inflation, while price increases are
expected to be lower in Georgia. Therefore, we do not expect a sizable real appreciation of
the GEL vs the AZN. While this appreciation will reduce competiveness of Georgian exports
to Azerbaijan, the already reduced share of the Azeri market in Georgia’s total exports will
limit the impact. Moreover, some Georgian items are price inelastic (e.g. pharmaceuticals)
or popular (e.g mineral waters) in Azerbaijan and demand for them will likely persist despite
exchange rate movements.

Overall, we do not expect a material impact on the GEL from the recent AZN
devaluation. We believe that this move was necessary to address Azerbaijan’s
deteriorating external balance in light of the continued fall in oil prices. Otherwise,
Azerbaijan would have faced more severe economic problems, with negative spillovers on
other regional economies. Georgia has already experienced a sizable external adjustment
in 11M15: the drop in imports (US$ 1.2bn savings, excluding donated C-hepatitis medicine
imports) was more than sufficient to compensate for the lower eamings from exports and
remittances (US$ 955mn loss). Falling world oil prices, resulting lower oil import bill, is
another positive factor partly compensating the shortfall from external eamings and
supporting external adjustment.

Figure 3: Exports to Azerbaijan Figure 4: Georgian exports by country: 11M15
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Figure 5: International arrivals from Azerbaijan Figure 6: International arrivals (mn) and growth: 11M15 vs
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Figure 8: Annual inflation
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Figure 7: FDI to Georgia
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Figure 10: GEL/AZN RER, (January 2003 = 100)
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Source: National Statistics offices
Note: Latest November 2015
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Figure 9: GEL’s REER (January 2003 = 100)
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Source: GeoStat
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Disclaimer

This document is strictly confidential and has been prepared by JSC Galt & Taggart ("Galt & Taggart'), a member of JSC Bank of Georgia group (‘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 fairess, 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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