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Azerbaijan’s economy contracted by 3.5% yly in 1Q16, sending the country into a technical

recession. Economic activity fell due to a 5.7% yly decline in the non-oil sectors, with Figure 1: GDP growth rate, yly

construction being the main drag. While the dip has likely now passed, as the contraction 12%
slowed compared to 4Q15, the vague prospects for the rest of the year and the need to 10%
keep fiscal policy conservative are likely to constrain growth. We believe that the currently 8%

chance of another devaluation. Challenges remain, with reforms introduced in 2015 having
failed to yield tangible results so far, thus hindering private sector investment. Bank loans
fell despite FX liquidity increasing; this was one of the likely embodiments of the 'wait and
see’ approach being adopted by businesses. As a result, banks are beefing up their foreign
assets rather than financing domestic growth. We believe that this issue can be addressed
by speeding up reforms that yield tangible results and prioritizing policies to attract foreign
financial entities to Azerbaijan, thus increasing financing and improving competitiveness.
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declined a respective 32.5% yly and 14.5% yly, bringing Azerbaijan’s GDP down 3.5% Source: AZSTAT
yly in 1Q16. There were positive contributions from trade (up 3.4% yly) and
manufacturing (up 5.7% yly). Oil and gas extraction picked up, boosting oil GDP
slightly (+0.8% yly), while non-oil GDP contracted 5.7% yly. We expect another 8%
significant contraction in 2Q16, followed by relatively flat performances in the last two
quarters of 2016 as the high base factor subsides.

Figure 2: Quarterly GDP growth, yly
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Conservative fiscal policy has led to a surplus in the consolidated budget in %
1Q16. Public investment used to be the main driver of non-oil growth in Azerbaijan, 2%
particularly through construction. As falling oil prices ate into budget revenues,
authorities slashed public capex. With capex down 57.4% yly and social spending up
slightly (3.3% yly) in the state budget, consolidated budget expenditures declined 2%
32.6% yly to AZN 3.3bn in 1Q16. Meanwhile, revenues increased 2.4% yly to
AZN 4.5bn, resulting in a consolidated budget surplus of AZN 1.1bn in 1Q16,
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corresponding to 8.9% of GDP (as compared to the 1Q15 deficit of AZN 0.6bn or 5.2% L e w e ow e e
of QDP). As non-oil revenues mcreaseq (+18.0% yly to AZN 2.1bn) and oil revenues S 595955353 oo
declined (-8.4% yly), the non-oil consolidated budget deficit narrowed from 41.4% of < 8 ey Sa e s =
non-oil GDP in 1015 to 14.9%in 1Q16 Zggfgiéf{éjy?;ﬁ:? zisfa7$7ared based on YTD data
V.Vhi!e. th(.e 'curfent conservative fiscal policy |s easing pressure on the AZN, Table 1: Consolidated budget, AZN bn
liquidity injections by the central bank are raising questions. For example, the 1Q15 1Q16
CBAR's claims on commercial banks (aka liquidity injections) increased by AZN 3.9bn Revenue 4.4 45
in 2015 (to 3.6x the 2014 level) and by another AZN 1.1bn in 1Q16. We believe that ol 26 24
this ‘quantitative easing’ was one of the factors pressuring the AZN and leading to its E Non-oil 18 21
Lo xpenditure 5.0 3.3
devaluation in December 2015. The new money was apparently converted to FX and Balance .06 11
sent abroad as M2 continued to fall and capital outflows surpassed US$ 10.0bn in Non-oil balance -3.2 -1.2
2015. However, M2 increased 11.8% from its January 2016 lows to AZN 8.9bn in Balange,%ofGEO)P -5.2% 8.9%
March 2016, lending some support to the view that the current exchange rate might be E'for:‘(;?]'_'oti’fggge' t 41.4% -14.9%

at a balancing level. Acquisitions of FX at auctions organized by the CBAR have
slowed since late March, though any further local currency injections may reinvigorate
pressure on the AZN.

Source: Ministry of Finance, AzSTAT, Galt & Taggart Research
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The private sector has followed the public sector’s lead in cutting investment,
causing the economy to contract. The need to improve infrastructure and available
oil revenues resulted in the following growth model in Azerbaijan in the previous years:
financing (investment) was provided by the state, while the private sector implemented
projects (acting as a client). However, as oil prices collapsed, the model became
unsustainable. Preference shifted to long-term fiscal sustainability, which meant
cutting public expenditure. Ideally, the falling public investment should have been
offset by increasing private sector investment to retain growth momentum. However,
relevant data suggest that this did not happen. Public investment in AZN terms
contracted by 55.2% yly, with the domestic private sector following suit, cutting
investment by 41.6% yly in 1Q16 and further hampering growth. Meanwhile, foreign
investment, which was directed mainly towards the oil sector, remained robust.

Figure 3: Gross investment by source, US$ bn
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Exchange rate concerns and slowly moving reforms are probably the key
factors hindering investment. Banking sector data show that banks’ liability
structures are skewed towards FX. For example, as of March 2016, the dollarization
ratio was hovering above 80%, up from around 50% prior to 2015, indicating a severe
lack of AZN liquidity. In the absence of promising prospects, the private sector is
unwilling to take on exchange risk by borrowing in FX and investing in AZN.
Meanwhile, banks lack local currency liquidity. Commercial banks are, therefore,
acquiring foreign assets and increasing their excess reserves with the CBAR, which is
indicative of the situation.

Figure 5: Commercial banks’ reserves with CBAR, US$ bn
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Figure 6: Banks’ foreign assets, US$ bn
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Banking sector health, already hit by two devaluations in 2015, further
complicates domestic financing. Leaving aside the issues relating to commercial
banks’ foreign obligations (for which there are no detailed aggregate data), banks
have taken on significant exchange risk (as measured by the loan/deposit ratio). The
overall loan/deposit ratio was 85.1% in March 2016, down from 120.0% in late 2014.
However, the ratio of AZN loans to AZN deposits was above 220.0%, down slightly
from over 250.0% in mid-2015, but well above the 174.4% seen in late 2014.
Conversely, the ratio of FX loans to deposits was 51.6% in March 2016, down from
65.3% in late 2014.
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Latest data roughly explain Azerbaijan’s economic woes. The high base from the
previous year — GDP expanded 5.7% yly in 1H15 and non-oil GDP was up 9.2% yly -
was one issue. However, there are other challenges relating to the current situation
and future prospects. High dollarization in the economy suggests that households and
businesses are taking a 'wait and see’ approach. One reason may be that reforms
have not yet produced tangible results and both households and enterprises are
opting to retain FX, even in an environment of high returns on AZN state debt
instruments and higher interest rates on AZN deposits (covered by insurance).
Another challenge is that even if dollarization falls, problems in the banking system will
probably continue to limit the financing options available. Thus, we remain of the
opinion that policies to attract foreign financial entities to Azerbaijan should take
priority. As soon as prospects brighten, businesses will need financing, which could
easily be provided by healthy foreign banks. Moreover, the increased competition
would cut financing costs.

Private as opposed to public investment should take priority. Long-term fiscal
sustainability is necessary to improve Azerbaijan’s credit rating — an achievable goal if
reserves continue to be saved rather than spent. Furthermore, it is widely accepted
that private investment is far more efficient in feeding growth. Thus, Azerbaijan’s
growth should be shaped by competitive private sector investment and financing
should be channeled through commercial banks, FDI, bonds, etc. This would help
save Azerbaijan’s precious reserves (thus bolstering its country rating), improve its
investment efficiency, and, eventually, fuel growth.
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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 fairess, 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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