
Please refer to important disclaimers on the final page of this document.

One-off factors result in stronger-than-expected growth in 1Q15
Azerbaijan’s economy grew 5.3% y/y in 1Q15 despite the 33.8% devaluation in late
February. YTD data indicate that growth actually accelerated in March 2015, taking the
figure from 4.2% y/y in 2M15 (i.e. Jan-Feb) to 5.3% y/y in 1Q15. Non-oil GDP
increased 7.0% y/y in 1Q15 from 5.1% y/y in 2M15. The inauguration of several sport
complexes for the first European Games in March pushed construction-sector growth
from 8.3% y/y in 2M15 to 13.2% y/y in 1Q15, and trade accelerated from 8.5% y/y in
2M15 to 9.6% y/y in 1Q15, probably due to people rushing to do post-devaluation
shopping as prices remained relatively unchanged. Additionally, oil output increased
versus the low base of the previous year, resulting in 3.4% y/y growth in mining and
quarrying. These three sectors together accounted for 66.4% of the total 5.3% GDP
growth in 1Q15. Contrary to the real growth rate, nominal GDP in US$ terms
contracted 23.4% from US$ 17.0bn in 1Q14 to US$ 13.0bn.

Reserves decline by US$ 8.4bn
While GDP growth rates have not been significantly affected yet, reserves have been
hit hard by oil prices falling from US$ 113.2/bbl in June 2014 to US$ 49.5 in January
2015. Despite the recent recovery to above US$ 65/bbl, central bank reserves
continued to decline, falling 44.8% to US$ 8.4bn at the end of April 2015 from
US$ 15.2bn in July 2014. The 33.8% devaluation on February 23, 2015 did not reverse
the trend, with the Central Bank losing US$ 1.5bn in March and US$ 1.1bn in April
2015. After 8 months of decline, reserves increased marginally by 0.5% m/m in May
2015. Falling oil prices also affected State Oil Fund reserves, which had been
declining since reaching a record high of US$ 37.6bn in 2Q14. SOFAZ reserves then
declined by US$ 2.7bn (US$ 2.2bn of which was in 1Q15) to US$34.9bn in 1Q15. As a
result, consolidated reserves fell by US$ 8.4bn from US$ 52.8bn in 2Q14 to US$
44.4bn in 1Q15.

Figure 1: GDP growth rate, YTD

Source: AzStat

Figure 2: Reserves, US$ bn

Source: SOFAZ, CBAR

Figure 3: Dollarization ratio of deposits

Source: CBAR
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Azerbaijan Economy
1Q15: Better Than Expected
With a 5.3% y/y growth rate (7.0% in non-oil GDP), Azerbaijan performed better in
1Q15 than had been expected from an oil-dependent country that had just devalued its
currency by more than 33%. Our analysis indicates that this growth rate was fed
mainly by one-off factors: inaugurations of major sport complexes for the European
Games in March, the lower oil production base of the previous year, and an immediate
post-devaluation run on shops/markets by those seeking to benefit from ‘sticky’ prices.
However, these factors will probably subside in the coming quarters, and March’s
consumption boom will probably mean less consumption in the following months. With
reserves falling and the banking sector being ‘stress-tested’ by post-devaluation
developments, we do not expect similar growth rates in the coming quarters.
Moreover, the lack of credible forward-looking assurances regarding future monetary
policy, particularly exchange-rate policy, is acting as a brake on the new investment
needed to drive growth.
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Devaluation has immediate impact on banking stats. The falling oil prices had a
significant indirect impact on the banking sector through devaluation. Immediately
following the devaluation, there was a strong movement from AZN deposits to foreign
exchange. As a result, the dollarization ratio, which had averaged 50% until 2015,
increased to a record 70.0% by the end of March 2015 – its highest level since 2005.
Monetary squeezing was also reflected in monetary aggregates, with broad money
(M3) in US$ terms contracting 47.8% between December 2014 and March 2015, and
M2 and M1 almost halving. Unfortunately, the central bank stopped publishing P/L
statements for the banking system as a whole in January 2015. However, data from
banks indicate that devaluation had a significant negative impact on most of their
balance sheets, with several announcing losses for 1Q15.

Devaluation partially compensates for falling oil prices in budget performance.
Oil-price dependency also took a toll on the public budget. With oil prices falling,
Azerbaijan’s consolidated budget balance went into deficit territory in 4Q14, with the
deficit reaching US$ 1.7bn. Thanks to the surpluses of the previous quarters, the
overall annual consolidated budget remained in surplus (US$ 2.2bn, or 2.9% of GDP).
The fiscal balance remained in deficit in 1Q15 as oil-related revenues continued to
decline, resulting in a US$ 0.7bn deficit, corresponding to 5.2% of GDP. Rough
calculations indicate that the deficit may have reached 7.2% of GDP in the absence of
devaluation, which helped to feed the AZN value of oil revenues. However, assuming
no devaluation and flat oil prices, the budget may have yielded a 6.2% surplus. To
sum up, the fall in oil prices ate up roughly 13.4% of GDP in the budget balance, while
devaluation brought back 2.0% of GDP. The deficit will likely contract in the following
quarters as the government cuts back on capex spending, bringing the consolidated
budget balance to around 2.4% of GDP, as forecasted in our previous report.

Exchange rate broadly stable following oil-price trend. The exchange rate has
remained broadly stable at 1.05 AZN per US$ following the devaluation in late
February. However, authorities have been unable to allay rumors surrounding the
future of the exchange rate, resulting in the lack of confidence that will probably hinder
new investment. However, as the chart below indicates, there seems to be correlation
between the central bank’s exchange rate and the oil price.

Real exchange rate at lowest level for last seven years. Theoretically, exporters
should be the major beneficiaries of the devaluation, as the real exchange rate
dropped sharply following the central bank devaluation, and the AZN depreciated
22.3% against the US$ between January and March 2015 (to its lowest level since
February 2008). The real exchange rate against the RUB is of particular concern, as a

Figure 4: Consolidated budget, US$ bn Figure 5: Consolidated budget balance, % of GDP

Source: Ministry of Finance Source: Ministry of Finance, G&T Research
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significant share of non-oil exports go to Russia. The AZN appreciated 65.8% against
the RUB between July and December 2014, reducing Azeri exporters’
competitiveness. Devaluation helped partially to reverse the AZN appreciation; it
depreciated 25.9% between January and March 2015. However, this was still 22.8%
higher compared to July 2014.

Figure 6: US$/AZN exchange rate and oil price since
devaluation

Figure 7: Real exchange rate, Jan 2015=100

Source: CBAR, Azertag Source: IMF, G&T Research
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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 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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