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Georgia from negative shocks. In short, Georgia is unlikely to experience any of the economic
troubles Ukraine is currently facing.

Trade with Russia: Much lower exposure for Georgia

The share of trade turnover (both export and import in total trade) with Russia is 4x higher
in Ukraine than in Georgia. In 2013, Russia accounted for 6.5% (US$ 190mn) of Georgian
exports and 23.8% (US$ 15.1bn) of Ukrainian exports. Over the last 8 years the share of exports to
Russia has averaged 24.7% in Ukraine and just 3.5% in Georgia.
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After Russian embargo of 2006, Georgia’s exports to Russia decreased from 18% in 2005 to
8% in 2006 and 2% in 2008-2012. The embargo forced Georgian producers to redirect exports to
other CIS countries, the EU, and the Middle East. The upcoming signing of the DCFTA with the EU
and the recent depreciation of the lari against the euro will further support Georgian exports to EU
markets, in our view. Exports to Russia picked up in 2013 as Russia opened its borders to
Georgian wines but accounted for only 6% in total export growth in 2013 (for further details see our
report from March 7, 2014). Even without Russia, Georgian exports have more than tripled since
2005 to US$ 2.9bn in 2013. However, recent foreign trade outcomes suggest that dependence on
the Russian market (mainly wine, mineral water and agricultural products) is increasing. In 1Q
2014, Russia’s share in total Georgian exports went up further by 3.2ppts to 9.7% and this trend
will continue, in our view.

Georgia is more dependent on the Azerbaijani and Armenian export markets at 24.4% and
10.9% of total exports in 2013, respectively. Russia, meanwhile, is Ukraine’s number one
trading partner with 23.8% of total exports in 2013.
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Figure 3: Ukraine’s foreign trade with Russia Figure 4: Georgia’s foreign trade with Russia
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Russia’s share in Ukraine’s imports is high at 30.2% compared to 7.5% in Georgia. Natural
gas is the main imported commodity from Russia for Ukraine and the opportunities for
diversification are limited in the near-term.
Figure 5: 2013 import by country, Ukraine Figure 6: 2013 import by country, Georgia
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Difference in energy dependency

Since 2006, Georgia has imported gas mainly from Azerbaijan. Georgia changed its key
supplier after Gazprom hiked gas prices several times and after a series of other incidents. Over
2006-2009, Gazprom's gas sales to Georgia declined from 1.6bcm to 0.1bcm and leveled off at
0.2bcm for the next 4 years. Markedly, total energy imports (mainly electricity) from Russia to
Georgia increased 28.5% in 2013 yly, but the diversified energy supply channel structure limits
Russia’s potential energy leverage against Georgia, in our view. Meanwhile, Ukraine’s share
averaged 8.9% of Gazprom's total gas sales volume over 2006-2012 while Georgia’ share
averaged 0.1% for the same period.

Key differentiator: Georgia’s economic resilience

In 2009, after the armed conflict with Russia coincided with the global financial crisis,
Georgia’s GDP contracted just 3.8% and recovered strongly over the next two years, with 6.3%
and 7.2% growth.

Turkey
17.1%



= % BANK OF GEORGIA

RESEARCH .
Georgia | Economy

May 8, 2014

Figure 7: Real GDP growth in 2009 vs. peers Figure 8: Real GDP growth in 2012 vs. peers
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In contrast, Ukraine was hit severely by the global financial crisis and has remained
vulnerable. The economic contraction was much more severe at 14.8% in 2009 compared to
Georgia's 3.8% decline. The reason for that could lie in the lack of sufficient reforms in Ukriane
targeting the liberalization of the economy.

Figure 9: Real GDP growth, Georgia vs. Ukraine
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The Georgian economy’s robust rebound was largely the product of pre-crisis reforms and
successful implementation of the international donor support. Reforms program including
anti-corruption measures that led to a stronger framework for accountability, streamlined tax and
customs administration system, diversified exports and energy supply structures, and business-
friendly reforms produced economic benefits. As a result, the economy growth averaged 6% in
2006-2012 with strong performance in both the real and financial sectors. The recent economic
slowdown has been driven by the transition of political power (parliamentary and presidential
elections in October 2012 and September 2013, respectively). GDP started to recover in Q4 2013
as a result of increased public spending and continued strong growth performance at 7.3% in Q1
2014 mainly driven by exports.

Reform differences: Drivers of the Georgian economy

Both Georgia and Ukraine started the post-Soviet transition to a market economy in the
early 1990s. Both countries shifted to more democratic and West-leaning governments in the early
2000s. However, the development path has since diverged in the extent of reforms that have been
implemented and institutionalized even though both countries have diversified GDP bases.
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Figure 10: Georgia’s nominal GDP structure, 2013
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Figure 11: Ukraine’s nominal GDP structure, 2013
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As a reflection of the improvements Georgia moved up from 100t in 2006 of the World
Bank-IFC Doing Business ranking to 9t in 2013 and 8th in 2014. Implemented reforms shaped
Georgia’s stronger economic foundations, limited dependence on Russia, and increased public
sector effectiveness with corruption free government. Georgia slashed the number of taxes from 21

in 2004 to just 6 now.

Ukraine on the other hand delayed its reform program. The country has barely improved in the
World Bank-IFC Ease of Doing Business Survey, sitting at 112th in 2014, up from 124th in 2006.

Figure 12: Ease of Doing Business, 2014
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Figure 13: Economic Freedom Index, 2014
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Figure 14: Transparency International Global Corruption Barometer, 2014
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The repercussion on financial markets
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Georgia’s sovereign Eurobonds have performed better than Ukraine’s even before the
recent tension. Ukraine’s sovereign bond yield fluctuated more than Georgia's even before the
start of tensions with Russia, and the recent developments have pushed Ukrainian yields further up
as investors have re-priced risk. The yield spread between the two sovereigns widened to 5.3ppts
in late April from 3.2ppts in October 2012 (the date of Georgia’s parliamentary elections).

Figure 15: Sovereign bond yield comparison, %
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Georgia’s underdeveloped stock market limits the impact of external shocks. Georgia's
market capitalization-to-GDP averaged 6.1% over 2001-2012, well below Ukraine’s 22.4%. This
shelters Georgia from negative external shocks and market turmoil. As a result of the global
financial crisis, Ukraine’'s market capitalization-to-GDP dropped from 78.3% in 2007 to 13.5% in

2008 and Georgia’s fell from 13.7% to 2.6% for the same period.
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Figure 16: Stock market capitalization-to-GDP
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Banking sectors: Georgia’s banking sector is on solid basis

Georgia’s banking sector is on solid basis. Georgian banks are highly capitalized with capital
adequacy ratio of 17.2% in 2013 (local standards, 25.2% with Basel I); NPLs declined to 3.2% by
end-February 2014. As deposit growth was impressive and averaged 25.4% in last 4 years, loan
to deposit ratio has been tightening and currently is at 110%.

Georgia’s banking system was resilient during the global financial crisis and raised few
concerns; Non-performing loans rose from 0.8% in 2007 to 6.3% in 2009 and came down below
5.0% in 2011 to the current 3.2%. Ukraine’s NPLs picked up from 3.0% in 2007 to 13.7% in 2009
and current political tensions puts further pressure on its deterioration.

Figure 17: Non performing loans, Georgia and Ukraine
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Public debt: Georgia is less levered than Ukraine

Georgia’s lower public debt ratios vs. Ukraine offer leeway to increase debt stock in the
case of adverse shocks. Georgia entered the global financial crisis with more debt than Ukraine,
but the trend in each country has diverged since. Ukraine’s public debt was at 41.0% of GDP in
2013 and growing, while Georgia’s is at a more sustainable level at 34.7% of GDP. Both countries
took on additional debt in reaction to the global financial crisis, with Debt to GDP ratio increasing
from 25.5% to 42.4% for Georgia and from 12.3% to 40.5% for Ukraine in 2007 and 2010
respectively.
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Furthermore, general government spending-to-GDP is significantly lower in Georgia.
Government spending in relation to GDP has been comfortably flat below 30% in recent years in
Georgia and has remained there even after the government increased social spending in 2013-
2014. The only exceptions were in 2009-2010, when the government undertook countercyclical
spending to mitigate the effects of the armed conflict with Russia and the global financial turmoil.

Ukraine’s higher government spending in 2012-2013 on the back of pension and wage
increases and energy subsidies pumped up the spending-to-GDP ratio to 48% and widened the
budget deficit, which was covered by additional debt. As a result, Ukraine’s budget deficit at 4.3%
of GDP and 4.8% of GDP in 2012 and 2013 respectively was higher than Georgia’s 2.9% in 2012
and 2.7% in 2013.
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Differences in exchange rate policies

A floating exchange rate policy helps Georgia adjust external imbalances without
jeopardizing official reserves, while Ukraine's currency peg and reserves-based defense of the
hryvnia led to a depletion of the reserves and forced the bank to abandon its peg recently. The
National Bank of Ukraine’s (NBU) foreign reserves declined to US$ 18.5bn, or just 2.2 months of
imports. Meanwhile, Georgia’s floating exchange rate policy helps adjust external imbalances by
allowing currency fluctuations and maintaining a strong reserves position, currently at 3.4 months
of imports.



) BANK OF GEORGIA

Georgia | Economy

May 8, 2014

Figure 20: NBG official reserve, US$ bn
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Georgia’s largest exposure to Russia is via money transfers (a proxy for remittances), which
accounted for 54.2% of total money transfers in 2013, or around 5% of GDP. Russia also holds the
largest share of Ukraine’s remittances, but at a lower 36.7%, or 2% of GDP in 2013. Transfers to
Georgia from Russia continued to increase even after the embargo in 2006 and the armed conflict
in 2008, with just a minor decline in 2009. We, therefore, don't expect a significant drop in

transfers.

Figure 22: Remittances from Russia to Georgia and Ukraine

3,000

2,500
2,000
1,500
1,000

500

2011 2012 2013

mmm Ukraine, US$ mn = Georgia, US$ mn

e Jkraine, % of total Georgia, % of total

Source: NBG, NBU, BoG research

60%

50%

40%

30%

20%

10%

0%

Figure 21: NBU official reserve, US$ bn
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Disclaimer

This document is strictly confidential and has been prepared by JSC Bank of Georgia ("Bank of Georgia") 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.

Bank of Georgia 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 Bank of Georgia 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 Bank of Georgia or its 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 Bank of Georgia or any of its 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, Bank of Georgia and its 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 Bank of Georgia 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 Bank of
Georgia, or any of its 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 Bank of Georgia 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 Bank of Georgia, nor its 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.

Bank of Georgia does, and seeks 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 Bank of Georgia. 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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