) GALT & TAGGART

RESEARCH

Georgian Economy

Navigating Regional Turbulence

The Georgian economy grew 2.5% yly in 5M15 against a backdrop of regional turbulence,
characterized by falling oil prices, currency depreciations, and negative spillover from
Russia’s recession. The resulting lower remittances and exports, coupled with increased
private consumption, exacerbated external imbalances in 1Q15, pressuring the GEL. With
limited FX intervention, the NBG allowed the exchange rate to absorb most of the shocks
while relieving the pressure on the real economy. Exchange rate flexibility precluded
sizable reserve losses, and greater policy transparency supported stronger market
fundamentals compared to other regional economies. The weaker GEL has been taking a
toll on imports since April. This, coupled with a spike in tourist arrivals, has moderated the
depreciation pressure, and the GEL has stabilized. Despite high dollarization, NPLs
remain under control at 3.4%, and financial intermediation is stimulating the economy.
Falling il prices contained inflation in 1H15, though expectations of higher inflation in
2H15 spurred the NBG towards monetary tightening by increasing the policy rate to 5.5%
on 1 July. Despite the slower growth, tax revenues increased 11.9% yly, and were above
the budgeted amount in 1H15. However, faced with lower growth than previously
anticipated, the government revised the 2015 budget with the aim of maintaining the deficit
target of 3.0% of GDP. Overall, economic diversification and timely policies, along with the
floating exchange rate regime, have helped Georgia to emerge from the regional turmoil
relatively unscathed. Despite a lower growth outiook and substantial external risks,
Georgia has managed to keep its macro fundamentals healthy, which will provide a base
for a quick pickup once regional turbulence subsides.

Economic growth decelerates to 2.5% in 5M15, though still appears healthy in
the regional context. Against the backdrop of regional turbulence related to falling oil
prices, currency depreciation, and negative spillovers from Russia’s slowdown,
Georgia performed well in the regional context, with its GDP expanding 2.5% in 5M15.
While the growth is low by Georgian standards and external risks shape the growth
outlook, medium to long term economic fundamentals remain strong, supporting a still
positive (albeit weaker) outlook.

Private consumption continues upward trend despite depreciation, with
investment driving growth in 1Q15. The positive trend in private consumption
continued despite depreciation related uncertainty, rising 4.1% yly in 1Q15, fueled by
credit growth. Private investment, accounting for 90.3% of total investment, increased
22.0% yly, driving growth in the quarter. Public investment increased 73.4% yly in
1Q15, though from a lower base.

Strong private demand intensifies external imbalances in 1Q15; current account
deficit widens to 14.1% of GDP, pressuring the GEL. Private consumption growth
fed imports in 1Q15, preventing external adjustment. Imports fell 7.3%, mainly due to
lower fuel prices. Unlike imports, exports shrank a significant 26.0% yly in 1Q15,
resulting in the trade deficit increasing 14.2% yly. This, combined with tumbling
remittances (-26.1% y/y) and weaker tourism proceeds (-2.9% yly), pressured the GEL.
As a result, the current account deficit widened 4.0ppts y/y to 14.1% of 1Q15 GDP.
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Figure 1: Real GDP growth
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Figure 2: Investments real growth
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Figure 3: Private consumption real
growth
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On the financing side of the CA deficit, FDI's share decreased y/y (net FDI was just
3.6% of GDP in 1Q15 versus 6.4% in 1Q14), while the share of other investments
increased to 5.3% of GDP from a negative figure in 1Q14. The remaining imbalance
was compensated for by reserves, which decreased by US$ 184.8mn, or 5.6% of GDP.
However, FDI is likely to pick up in the coming quarters, in our view, due to BP’'s
pipeline related investments, the government’s privatization plans, as well as other
ongoing activities.

Figure 4: BOP, 1Q15 vs 1Q14, US$ mn Figure 5: BOP, 1Q15 vs 1Q14, % of GDP
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Tourism shows resilience in face of regional economic repercussions. Tourist
arrivals increased 3.5% yly in 1H15; arrivals growth was 14.7% yly in May and 9.3% yly
in June, after having been subdued in 1Q15. Being a cheaper destination has helped
Georgia to remain attractive. Scheduled events for the remainder of 2015 (the Youth
Olympic Festival and various business and cultural events) along with the recent (June
2015) easing of visa regulations should support the upward trend in tourism, in our
view.

Falling imports and growth in tourist arrivals have helped alleviate pressure on
the GEL since mid-May. The weaker GEL, lower commodity prices, and the slowing
economy resulted in significant adjustments in imports after 1Q15; they decreased
19.3% yly in April and 13.1% yly in May. The fall in imports was significantly higher
excluding one-offs (free supplies of hepatitis C medicine) - 30.8% yly in May, 25.5%
yly in April-May, and 13.3% yly in 5M15. We calculate that a 9-10% y/y decline in
imports in 2015 would be sufficient to outweigh the lower export earnings. The
decreased imports, along with the considerable spike in tourist arrivals, have helped to
ease pressure on the GEL, which has stabilized against the USD since mid-May.

Our calculations suggest that, given the current trend of imports, further radical
adjustment could even generate GEL appreciation pressure, which may not be
desirable. However, with REER reaching its lowest level in five years, there is probably
room for appreciation without hurting the economy. NEER data for June already
indicate a reversal in the exchange rate. Alternatively, the NBG could opt to buy FX to
increase its reserves, thereby preventing real appreciation.
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Figure 6: Gross imports, % change yly Figure 7: Imports excluding re-exported commodities, %
change, yly
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Government is committed to fiscal discipline and maintaining the fiscal deficit at
3.0% of GDP. Faced with lower growth than envisaged in the 2015 budget (approved in
December 2014), and with financing needs arising from the June 2015 flooding in
Thilisi, the government has revised the 2015 budget document, which is currently being
discussed by parliament. The revised document is based on 2.0% growth and 3.0%
inflation assumptions (5.0% and 4.0% respectively in the 2015 budget law). The revised
document maintains the planned fiscal deficit at 3.0% of GDP in 2015, preventing
import growth. While tax and total expenditure ratios remain almost unchanged
compared to the 2015 budget law (25.5% and 30.4%, respectively), public debt/GDP
increases 6.5ppts to 43.7%, driven by a depreciation-related spike in external

debt/GDP.

Figure 8: Fiscal deficit Figure 9: Tax revenues and expenditures to GDP
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1H15 budget tax revenues came in above expectations, though annual figure is
revised down by GEL 200mn. Tax revenues increased 11.9% yly in 1H15 to 102.9%
of the budgeted amount. Despite this upward trend, the government reduced its tax
revenue plan by GEL 200mn to reflect the lower growth forecast. The major downward
revisions affected excise and customs duties (already far behind the budgeted numbers
in 1H15) and personal income tax revenues (partly reflecting savings in public sector
wages). Meanwhile, the profit tax revenue plan was increased by GEL 51mn (to reflect
the sum already collected).
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Inflation started to pick up recently and was recorded at 4.5% yly in June 2015;
being committed to price stability, the NBG responded with a key rate increase.
Price increases in food, healthcare, alcoholic beverages and tobacco were drivers of
inflation in 2015. Lower fuel prices supported the downward pressure on prices.
However, currency depreciation increased expectations of inflation, and the inflation
target of 5.0% in 2015 prompted the NBG to respond with monetary tightening,
increasing the policy rate three times during the year. The policy rate was recently
raised by 50 basis points to 5.5%, and the NBG signaled a further gradual increase to
6.5% by the end of the year.

Figure 10: Inflation dynamics in Georgia
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Figure 11: World prices
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Gross foreign reserves stood at US$ 2.5bn as at end-June 2015, sufficient to
finance 3.0 months of merchandise and services imports. The NBG intervened
moderately at the beginning of 2015 to support the GEL, shrinking reserves. However,
the trend was reversed in June when reserves picked up 3.8% m/m. As there were no
interventions after April 28, the increase in reserves was probably due to the
government's FX operations. With lower public external debt repayments in 2015 and
the NBG's declaration that supporting the GEL using its reserves is counterproductive,
we expect reserves to remain within a US$ 2.4-2.5bn range in 2015. We do not rule out
the possibility of the NBG replenishing its reserves through interventions in August
(tourism season). This would prevent any GEL appreciation that might impact the
competitiveness of Georgian exports and cause imports to rise.

Figure 12: NBG foreign reserves
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Figure 13: NBG FX interventions
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Figure 14: REER Figure 15: GEL exchange rate
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Banking sector is adequately capitalized and profitable with NPLs under control,
despite high dollarization. Despite the depreciation since November 2014, consumer
sentiment toward the GEL remained positive, preventing the conversion of GEL
deposits. Deposit dollarization started picking up from January 2015 but remained
relatively stable in the following months and even decreased slightly in May. Customer
deposit dollarization stood at 65.9% in May, up 5.7ppts from end-2014. NPLs stood at
3.4%, down 0.3ppts yly in May (at 3.3% in 1Q15 and at 7.8% by the NBG's more
conservative definition). The banking sector remains profitable — ROE reached 12.7% in
1Q15, down just 2.9ppts yly.
Figure 16: Dollarization Figure 17: NPLs
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Georgia vs. Regional Economies

Stronger dollar weighed on regional currencies and economies; however, depth of
currency crisis and policy responses differed across countries.

Georgia spent a considerably smaller share of its reserves supporting the GEL
compared to regional economies. With their different exchange rate regimes, the
central banks in Armenia, Moldova, Russia, Azerbaijan and Belarus lost a significant
share of their reserves. They continued to support their currencies with no success. In
Georgia, however, the floating exchange rate regime enabled the central bank to
pursue limited interventions to defend the GEL, with a total net sale of US$ 160mn over
May 2014-May 2015. As a result, over that period, Georgia’s international reserves
shrank by just 6.0% — some 25.9ppts lower than the average reserve losses of the
abovementioned regional economies.

Interventions have not shielded regional currencies from sharp depreciation.
Over May 2014-May 2015, the GEL weakened 30.0% against the dollar. In Armenia,
where reserves were used extensively, the local currency only lost 15.8% against the
dollar. In contrast, the MDL weakened 31.3%, the AZN 34.1%, the BYR 47.6% and the

RUB 50.0%.
Figure 18: Reserve loss, % change Figure 19: Currency depreciation against the USD, %
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Regional economies faced inflationary pressures, prompting monetary
tightening. Despite currency depreciation, inflation remained low in Georgia at the
beginning of 2015, enabling the NBG to keep its policy rate low, creating a policy buffer.
However, depreciation fueled inflationary pressures in regional economies; this was
accompanied by monetary tightening which also hurt growth.
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Figure 20: Monetary policy rates Figure 21: Inflation (consumer prices)
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Greater exchange rate flexibility and prudent policies have helped Georgia stand
out among regional economies. The Georgian economy absorbed most of the
external shocks through the exchange rate channel, easing the pressure on the real
economy. This helped Georgia maintain a better growth outlook compared to other
regional economies.

Figure 22: Real GDP growth projection, 2015
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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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