) GALT & TAGGART

RESEARCH

Azerbaijan Economy

Sailing Uncharted Waters o S0t

Falling oil prices challenged Azerbaijan’s growth model in 2015, which had been
heavily oil revenue-financed, particularly through construction and trade in non-oil
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Non-oil GDP growth rate falls to 1.1% in 2015

The Azerbaijani economy grew 1.1% in real terms in 2015 — the lowest level since "ebP " Non-oil GDP
2011. Unlike previous years, oil and gas GDP increased more than non-oil GDP, with Source: AZSTAT
the latter posting 1.1% growth — the lowest level since records of non-oil GDP began in Figure 2: Growth decomposition
2000. This weak non-oil performance was mainly due to the 13.4% contraction in the
construction sector and the 1.7% decline in transport and storage. Trade activity 16% A
continued to feed growth, along with manufacturing and the rebound in agriculture. 14% /
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From 2010 to 2014, Azerbaijan’s growth was mainly driven by non-oil GDP, while oil 8% | * R . \
GDP contracted by 2.9% per annum on average. The data indicate that non-oil GDP 6% / /" ~’\:
growth was fed by the booming construction and trade activity. Over the five years to 2% ) * M
2014, non-oil GDP grew by a strong 8.8% per annum. Our calculations indicate that 206
37.1% of this growth was driven by construction, with average annual growth of 18.2% °
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over the five years. However, infrastructure improvements that resulted from this I R B A
construction boom were probably not fully utilized, as the oil sector dominated revenue S RIJIIILIKIIR
generation. Trade activity contributed another 10.0%. Together, trade and construction —+— Non-oil GDP —o— X-GDP*
sectors accounted for almost half of the non-oil GDP growth from 2010 to 2014. Source: AZSTAT

*GDP excluding mining and construction
Public investment the main source of finance Figure 3: Contributions to growth
Based on this information, we can conclude that construction was at the center of
Azerbaijan’s growth model from 2010-2014. These five boom years in the sector have Trade
probably improved the country’s infrastructure, which had been in considerable Others

disrepair since the early 1990s. However, the investment data indicate that most of this
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construction (72.6%) was financed from the public purse, which itself was 70% funded

by oil revenues. Agriculture
Mining
Cuts to public investments affect construction Net taxes
Following the collapse of the oil price, the Azerbaijani government slashed its Construction
expenditure, particularly capital investments. The construction sector, which had 2% 1% 0% 1% 2%
continued to boom until mid-2015, suddenly ran out of new projects, eventually
finishing 2015 with a 13.4% contraction. Other sectors have been much less affected 2015 =2014

and have generally been less volatile. Excluding mining and construction, the GDP
growth rate in 2015 was 4.9%, down from 5.8% in 2014.

Source: AzSTAT
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Trade growth steady in 2015. It appears that following the first AZN devaluation in
February 2015, people rushed to exchange their devalued currency for goods whose
prices were relatively stable, as long as shops and distributors were tapping their
stocks. However, anecdotal evidence suggests that activity declined following the
second AZN devaluation in December 2015 as stocks were almost depleted. Prices
therefore increased relatively quickly, with the annual inflation rate jumping from 3.7%
in November 2015 to 7.7% in December 2015 and 13.7% in January 2016. According
to the latest data, trade activity slowed to 4.3% yly in 1M16, down from 10.9% vyly in
2015.

Two devaluations resulted in a 29.2% fall in nominal GDP in US$ terms. In 2015,
Azerbaijan underwent two devaluations, which resulted in the AZN losing 49.4% of its
value against the USS$. As a result, GDP in nominal US$ terms shrank 29.2% to
US$ 53.3mn in 2015, and GDP per capita contracted 31.3% to US$ 5,493 — its pre-
2010 level. However, on the fiscal side, devaluation helped the public finances by
inflating oil revenues.
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Budget

Falling oil prices and the associated devaluation pushed Azerbaijani authorities
to make early amendments to the 2016 budget. Unlike the first (February 2015)
devaluation, the December 2015 devaluation resulted in immediate inflationary
pressure. To account for the price hike and revenue shortfall, the government
announced its intention to amend the budget. An amended version was passed
through the legislature on February 23, 2016.

Oil price assumption in the revised budget set at US$ 25.0/bbl. The government
showed caution by factoring in an oil price of US$ 25.0/bbl compared to US$ 50.0/bbl
in the original budget document and the YTD average of US$ 32.4/bbl. However, the
current exchange rate might not be sustainable at US$ 25.0/bbl, as it could lead to a
current account deficit. As such, we think that budget revenues in AZN terms are
extremely conservative, as they will likely be inflated by either a higher oil price or a
further depreciated/devalued AZN.

Consolidated budget deficit likely to be lower than official forecasts and fully
financed by drawdowns from SOFAZ reserves. According to the revised budget,
the consolidated budget deficit is expected to reach AZN 8.8bn (10-14% of GDP),
corresponding to US$ 5.5bn at the current exchange rate. We estimate that
approximately AZN 6.4bn of this deficit will be financed through drawdowns from
SOFAZ reserves. However, we expect the budget deficit to be lower than forecast and
fully financed without resorting to debt instruments.

Figure 6: 2015 consolidated budget, AZN bn Figure 7: 2016 consolidated budget balance, AZN bn
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US$ 35.0/bbl oil price suggests consolidated budget deficit slightly below AZN
4.0bn. Our calculations, based on an oil price of US$ 35.0/bbl, suggest that actual
revenues will be 23.5% higher than forecast in the official budget. On the expenditure
side, the government has a ftrack record of under execution. However, this year's
budget will most likely be fully executed given the significant cuts already made.
Combined with higher revenue, we expect this to result in a considerably lower
consolidated budget deficit of AZN 4.0bn (6.5% of GDP).
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Conclusion

Azerbaijan entering uncharted territories of low oil prices and low fiscal
expenditure. Fiscal sustainability in the low oil price environment requires budget
adjustments. This was acknowledged by the government in its revised budget.
Consolidated budget expenditure in US$ terms has fallen from US$ 27.9bn in 2013 to
US$ 20.7bn in 2015 and is budgeted at US$ 14.6bn for 2016. Capital expenditure has
been hit particularly hard, down from over AZN 8.0bn (above US$ 10.0bn) in previous
years to AZN 4.6bn (US$ 2.9bn) in 2016.

Growth to suffer. GDP growth has already been hurt by cuts to capital investments in
2015, particularly in construction. This trend will continue in 2016 and will likely persist
in the years to come, dragging down the overall growth rate, which is forecast to
remain in the low single digits. At the same time, monetary tightening (M2 down from
29.5% of GDP in 2014 to 15.8% of GDP in 2015) undermines any prospect of
investment financing from the domestic banking sector, leaving foreign investment as
the best alternative for growth financing.

Efficient utilization of idle capacity an important source of growth. Massive
capital expenditure in previous years, particularly investment in infrastructure, has
probably expanded Azerbaijan’s potential economic output. However, the booming oil
sector has been relegating this potential to second place. The Azerbaijani authorities
now need to develop policies to utilize this capacity, particularly by attracting foreign
investment and know-how. This could be achieved by welcoming foreign banks.
Through competition and by bringing in foreign capital, these banks can take financial
intermediation to a new level that will assure the efficient utilization of investments.
Foreign banking finance is particularly promising given that at 24.5% of GDP,
corporate loans in Azerbaijan are low by international standards, thus there is scope
for expansion.

Growth expectations may improve once business environment is reformed. Idle
capacity can be complemented by FDI to generate new growth, instead of relying on
the publicly financed construction sector.

Figure 8: M2, % of GDP Figure 9: Non-household loans, % of GDP
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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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