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Following 20 years of a fixed exchange rate policy, Azerbaijan awoke on Saturday 21

February 2015 to news of a 33.4% devaluation of the AZN against the US$. Since Figure 1: US$/AZN Exchange rate, daily

start of 2014 only Russia and Ukraine experienced greater devaluations than 1.10
Azerbaijan among the country’s immediate neighbors, while Georgia and Turkey, at

31.8% and 15.4%, respectively, experienced milder weakenings. We believe that 105
falling central bank (CBAR) reserves were the main reason for the immediate radical 1.00

devaluation. We also believe that the devaluation will pose short-term challenges, but
will lead to benefits in the medium to long term by saving international reserves at
both the Central Bank and in the State Qil Fund of Azerbaijan Republic (SOFAZ). It is 0.90
probable that demand for US$ surged right after the devaluation in the ensuing panic.

0.95

However, we believe that eventually the policy will help to balance the budget, 085
precluding the need to tap international debt markets. 0.80
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End of a stable currency? E £ 555535 3
For 20 years, Azerbaijan pursued a fixed exchange rate policy with the AZN, the local So_u'ce: cene ) )
currency, which was pegged to the US$ or a US$-EUR basket. Thanks to massive oil Figure 2: Regional currencies to US$, Dec
revenues, the CBAR was able to retain this policy and increase its reserves, which 30,2014 =100
passed US$ 15bn in mid-2014. During this period, the US$/AZN rate ranged between 350 340
0.7712 and 0.9878, with an overall tendency towards appreciation of the local
currency. Oil revenues meant that foreign exchange inflows remained strong, feeding 300
not only CBAR reserves, but also reserves at the SOFAZ, boosting budget revenues 250
and expenditure and improving living standards. 193

200
Collapsing oil prices and steadily declining output strained CBAR’s exchange- 130 134
rate policy. Elevated public expenditure and falling revenues meant that Azerbaijan 150 1115 118 120 121
faced its first budget deficit of the decade (double digits), tapped SOFAZ reserves for 100
the first time, and resorted to international debt markets. Declining CBAR reserves, TRY AMD KZT EUR GEL AZN RUB UAH
which fell by US$ 2.5bn in December 2014-January 2015, was the first major indicator
of looming problems. Retaining the same policies would have risked eating reserves Source: Bloomberg
and been unsustainable in the medium to long term if low oil prices persisted. Figure 3: CBAR reserves, US$ bn
International reserves - one of the most important pillars of stability for ig:g o
Azerbaijan in the medium to long run. SOFAZ's reserves increased by US$ 1.2 bn 15.0 0.0
to US$ 37.1bn in 2014. Along with CBAR's US$ 13.8bn reserves at the end of 2014, 14.5
consolidated international reserves equaled 67.7% of GDP, making them one of the ig:g 05
main factors guaranteeing Azerbaijan’s investment grade rating. The previous 13.0
exchange rate presented the risk of SOFAZ losing US$ 6.0bn in 2015, along with a fall 12,5 10
in CBAR reserves. We estimate that with the devalued AZN, reserves will decline by 12.0 '
just US$ 2.4bn in 2015 and last longer, supporting both Azerbaijan’s ratings and fiscal Eg 15
policy in the longer time span. Jan-13 Juk13 Jan14 Jull4 Jan-15
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Currency volatility — shock at first, good overall

CBAR opts for radical devaluation on 21 February. Following a cumulative
devaluation of 0.23% over the preceding week, the bank surprised markets by
slashing rates by 33.6% on 21 February. At 1.05 AZN per US$, that day, the AZN rate
was at its weakest ever against the US$, surpassing the previous low of 0.9878 of
February 2004. Another CBAR decision was switching from a US$ peg to a US$-EUR
basket (the exact composition was not announced). We estimate that the step-by-step
process resulted in CBAR losing reserves of US$1-2bn, forcing the bank into radical
action.

Long-term solutions may require short-term sacrifices. Devaluation is likely to
have a serious impact on Azerbaijan’s economy, hurting it in the short term but,
subject to other necessary policies, benefitting it in the long term. We estimate that
real economic growth will fall to 1.1% in 2015 (non-oil to 2.4%), down from our
previous estimate of 2.4% (non-oil 6.3%), due to falling real investments. Falling oil
prices will result in negative deflator that will eat up nominal GDP to the tune of 20.2%
yly in US$ terms in 2015. GDP per capita should also decline, from US$ 7,986 to
around US$ 6,244, while external debt to GDP is set to increase, albeit marginally,
due to the low base. Companies that borrowed in US$ will face serious challenges
servicing debt, including the International Bank of Azerbaijan (IBAR) and State Oil
Company of Azerbaijan Republic (SOCAR), which issued Eurobonds recently.
However, as both these and other entities are state-owned, and with the state’s
balance sheet looking healthy, these companies should have no problems servicing

their debt.
Figure 4: Nominal GDP, AZN bn Figure 5: Nominal GDP, US$ bn
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Budget revenues: almost 100% execution? In the short term, the budget and
SOFAZ stand to be the main beneficiaries. Various calculations indicate that the oil
sector, which generates hard-currency revenues, accounts for approximately 70% of
consolidated budget revenues. Expenditures, meanwhile, are in the local currency.
With the new rates, we estimate that consolidated budget revenues for 2015 will be
AZN 20.2bn (US$ 20.2bn), up from our previous estimate of AZN 16.6bn (US$
21.3bn), representing a 20.8% increase in nominal AZN terms and almost matching
the AZN 20.7bn projected in the official budget.

Expenditures in AZN terms may be higher than in 2014, though 16.8% lower in
US$ terms. In line with the general tendency of previous years, we expect
consolidated government expenditures to come slightly below the budgeted figure in
AZN terms. While it will be challenging with the new exchange rate, it can be achieved
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by cancelling some minor projects and improving efficiency of ongoing ones. In US$
terms, we expect expenditures to fall by 16.8% y/y to US$ 22.6bn in 2015 compared
with US$ 27.2bn in 2014 (AZN 22.6bn in 2015 compared to AZN 21.3bn in 2014).

Figure 6: Budget scenarios, 2015, US$ bn Figure 7: SOFAZ budget scenarios, 2015, US$ bn
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Budget deficit to come down from an estimated 14.2% to 4.0%. As demonstrated
above, devaluation should boost revenue while expenditure remains stable. As a
result, the budget deficit should be below the government's expected AZN 5.2bn (US$
6.6bn) and far below our previous estimate of AZN 7.4bn (US$ 9.5bn). With new
exchange rate we expect US$ 2.4bn deficit in 2015, corresponding to 4.0% of GDP
(compared to more than 14% in our previous report). The new deficit will be covered
easily by tapping SOFAZ reserves. As a result, there will be no need to resort to
international debt markets, which would have cost far more in these turbulent times.

SOFAZ reserves to fall marginally. We expect the government financing its deficit
fully by tapping SOFAZ reserves, which are likely to fall by just US$ 2.4bn in 2015
compared to our previous estimate of a US$ 6.0bn fall.
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Table 1: Budget parameters, 2009 versus 2015, US$ bn

2008 2009 2013 2014 2015E 2015E 2015E
oil price drop budgeted prev. est. estimate
AZN exchange rate 0.822 0.804 0.785 0.785 0.785 0.785 1.000
Oil price, US$/bbl 97.0 61.8 104.1 100.0 90.0 60.0 60.0
Consolidated budget
Revenue 23.6 17.9 29.2 29.4 26.4 21.3 20.2
Oil revenue 18.7 12.4 21.0 19.8 16.0 11.0 11.6
Oil taxes 43 2.2 3.7 3.6 2.9 17 21
SOFAZ revenue 14.4 10.2 17.3 16.2 13.1 9.3 9.5
Non-oil revenue 4.9 55 8.2 9.6 10.4 10.3 8.6
Expenditure 14.4 15.0 27.9 27.2 33.0 30.8 22.6
Budget balance 9.2 2.9 1.4 2.2 -6.6 -9.5 -2.4
State budget
Revenue 13.1 13.1 24.8 235 24.8 23.2 19.1
Taxes 6.9 5.1 8.5 9.1 9.1 7.9 7.2
Oil taxes 4.3 2.2 3.7 3.6 2.9 17 21
Non-oil taxes 2.7 2.9 4.8 55 6.1 6.2 5.0
Customs duties 14 14 18 19 2.0 2.1 12
SOFAZ transfers 4.6 6.1 14.5 11.9 13.2 13.2 10.4
Others 0.2 0.5 0.1 0.6 0.4 0.0 0.3
Expenditures 13.1 13.1 24.4 24.2 26.9 24.6 17.7
Current expenditure 6.3 5.6 12.3 13.9 14.0 12.2 11.0
Capital expenditure 6.7 7.2 11.1 94 11.9 11.5 6.0
Debt service 0.1 0.2 0.9 0.9 1.0 0.9 0.7
Non-state budget revenue
SOFAZ revenue 14.4 10.2 17.3 16.2 13.1 9.3 9.5
Others 0.7 0.7 15 1.6 1.8 2.0 2.0
SOFAZ
Revenue 14.4 10.2 17.3 16.2 13.1 9.3 95
Expenditure 6.0 6.6 15.7 12.9 15.1 15.3 11.8
Transfers to state budget 4.6 6.1 14.5 11.9 13.2 13.2 10.4
Other expenditure 1.4 0.5 1.2 1.0 1.8 2.1 1.4
Budget balance 8.4 3.6 1.7 33 -2.0 -6.0 -2.4
Reserves 11.2 14.9 35.9 37.1 - 31.1 34.8
Central Bank reserves 6.5 5.4 14.2 13.8

Source: AzSTAT, Ministry of Finance, SOFAZ, Central Bank, G&T Research

Note: Non-state budget revenue includes SOFAZ, Social protection Fund, Nakhchivan
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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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