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Currency depreciation in Turkey is raising concerns in Georgia, as many analysts
believe that there is a direct link between TRY and GEL. While correlation to the
currency of its largest trading partner exists, we argue that it is relatively low and
significantly smaller than widely believed.

In recent years, TRY has seen far more rapid depreciation trends than GEL. GEL is
however impacted in the short term by TRY through the expectations channel. For
example, GEL's depreciation from September to November 2017 was largely driven by
negative expectations amid TRY depreciation — there was no evidence from the trade,
tourism or financial channels to explain the development.

Georgia's exposure (as defined by combination of four channels: exports, tourism,
remittances and FDI) to Turkey accounted for only 6.1% of GDP in 2017. Notably, in the
2008-2017 period, exposure to Turkey increased by just 1.9ppts as a share of GDP,
while exposure to other countries rose by 20.3ppts.

Georgia is a well-diversified economy and this minimizes the potential negative impact
from turbulence in any particular market. This was illustrated in 2015-2016 when growth
in Georgia slowed but remained positive at 2.8% as many of its trading partners entered
recessions. Furthermore, Georgia benefits from a stable macroeconomic environment,
prudent monetary and fiscal policies, a business-friendly environment, and a healthy
banking sector. This is reflected in increasing investment from local and international
investors.

Summing up:

e  Given Turkey’s economic structure, dependency on short-term portfolio funds
flow, and domestic political developments, TRY has been more vulnerable to
USD global strengthening than GEL.

¢ Inflation differential between Turkey (double-digits) and Georgia (low single-
digits) justifies 6-8% annual outperformance of GEL against TRY in nominal
terms.

e As Georgia enters the busy tourism season, GEL is expected to be stable
over the June-September period.

e The ongoing currency crisis in Turkey may cause GEL to depreciate by 2-3%
in the short term via the trade channel (to 2.49-2.52 vs USS$).

e Pressure from TRY weakness will be offset by positive spillovers from Russia
and Azerbaijan’s recovery.

e We expect the current account deficit to improve slightly to 8.6% of GDP in
2018 (8.7% in 2017) and believe that the fundamental factors affecting GEL
remain favorable. We see GEL'’s fair value close to 2.4 vs US$.

o  We expect year-end GEL weakness, but we think that volatility will be lower
compared to previous years.
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Georgia-Turkey economic links

In 2017, Georgia’s exposure to Turkey accounted for 6.1% of GDP through the following channels:

Remittances from Turkey accounted for 7.9% of total money transfers, or 0.7% of GDP.

e  Exports to Turkey accounted for 7.9% of total exports, or 1.4% of GDP.
o Arrivals from Turkey accounted for 16.5% of total arrivals, and receipts from Turkish tourists reached 2.1% of GDP.
[ )

FDI from Turkey accounted for 15.0% of total, or 1.8% of GDP.

Figure 1: Georgia’s exposure to Turkey in 2017
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Source: NBG, GeoStat, GNTA, G&T Research
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From 2008 to 2017, exposure to Turkey increased by just 1.9ppts to 6.1% of
GDP, while exposure to other countries rose by 20.3ppts to 51.4%. Improved
economic links with the EU, China and other countries (Iran in terms of tourism) help
Georgia to weather any turbulence in its partner countries relatively well. This was
illustrated in 2015-2016 when growth in Georgia slowed but remained positive at 2.8%
as many of its trading partners entered recessions. Then, growth accelerated to 5.0%

in 2017 when regional economies recovered.

Figure 2: Georgia’s exposure to partner countries via exports,

remittance, FDI and tourism (% of GDP)
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Figure 3: Georgia’s exposure to partner countries via exports,
remittance, FDI and tourism (% of GDP), 2017

EU
14.4%

Other
countries
15.9%

Ukraine ’

1.4%

Armenia |
3.1%
Turkey

6.1%

Russia
10.0%

Azerbaijan
6.8%

Source: NBG, GeoStat, GNTA, G&T Research
Note: BP-related FDI excluded from Azerbaijan and included in EU




We) GALT & TAGGART

RESEARCH

Georgia | Economy

May 28, 2018

Tourism is the largest exposure to Turkey and accounted for 2.1% of GDP in
2017. Temporary travel restrictions (related to the failed coup) introduced by the
Turkish government in 2016 as well as renovation works on the Turkish side of the
Georgia-Turkey customs check-point have been weighing on Turkish arrivals since
June 2016. However, Turkish arrivals rebounded strongly in 2H17, decreasing by just
0.8% yly in 2017 and accounting for 16.5% of total arrivals.

Arrivals from Turkey increased 23.9% yly in 4M18, and we expect arrivals to
grow. Georgia is a neighboring and relatively affordable country for Turkish visitors.
They do not need visa or international passport (which is expensive in Turkey) to travel
to Georgia and can access it by car. Among other attractions, Georgia offers gambling
to Turkish visitors, which has limited alternatives in the region. Overall, we do not
expect economic developments in Turkey to have a negative impact on the number of
Turkish visitors.

Figure 4: International arrivals to Georgia, 4M18
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FDI from Turkey continues to grow strongly. Investment from Turkey increased by
36% yly in 2017 and accounted for 15% of the total (or 1.8% of GDP), continuing the
2014-2016 trend. This highlights that policy uncertainty in Turkey, combined with
Georgia's business-friendly environment, is resulting in capital moving from Turkey to
Georgia. Turkish investments are mainly directed toward the energy, manufacturing,
hospitality and transport sectors.

Figure 6: FDI from Turkey
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Figure 5: International arrivals from Turkey
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Remittances from Turkey grew by 36% yly in 2017 (7.9% of the total or 0.7% of
GDP), and Turkey’s share of total remittances has been increasing in recent years.

Figure 7: Remittances from Turkey Figure 8: Money transfers by country, 1Q18
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Banking sector links to Turkey are limited. Two Turkish banks have subsidiaries
operating in Georgia, but these accounted for just 0.8% of total banking sector assets
in Georgia as of April 2018.

Goods trade with Turkey

Turkey is Georgia’s largest trading partner. It is traditionally a top source of imports
and was Georgia’s third-largest export market in 2017.

The major concern when TRY depreciates is that cheap imports from Turkey
could flood the Georgian market, widening the trade deficit and adversely
affecting GEL. The trade balance with Turkey improved by 1.9% yly in 2017 despite
the GEL'’s real appreciation against the TRY, as exports to Turkey rose by 24.7% yly
while imports increased 1.6% yly. Moreover, the major adjustment in Georgia's
imports in the wake of GEL depreciation in 2015 came on the back of a 23.2% yly
reduction in imports from Turkey.

Share of exports directed to Turkey dropped significantly in 2012-2017 as other
markets gained (e.g. 17.6% of the total went to Turkey in 2008 vs 7.9% in 2017).
The low volume of Georgian commodity exports that go to Turkey and their low share
of GDP demonstrate that Georgia’s dependence on the market is limited. The growing
number of free trade deals is another positive in terms of diversifying export markets.
Moreover, the markets where Georgia exports agricultural products (nuts, fruits, etc.)
and wine are more important (e.g. EU, Russia and China), and as these products are
more competitive, local value added is high and there is room for further growth.

In 4M18:
o  Turkey's share in Georgia’s total exports is 10.8% (third-largest market),
exports up 36% yly
o  Turkey’s share in Georgia’s total imports is 15.7% (largest market), imports
up 18% yly

o  Trade deficit with Turkey up 13% yly
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Figure 9: Trade with Turkey
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USD appreciation put pressure on both TRY and GEL in 2014-2016 through different
channels.

This was especially the case for TRY due to (1) the structure of Turkey’s external financing,
(2) concerns related with domestic political developments (referendum on constitutional
reforms in 2016, and (3) most recently President Erdogan’s objection to increases in
interest rates.

In 2014-2016, GEL was mostly affected by reduced goods exports and remittances as
Georgia’s partner countries’ currencies depreciated and economies contracted. However,
tourism remained resilient and sector revenues continued to grow. To absorb external
shocks, the central bank let GEL depreciate by 28.5% in 2015 and imports adjusted (the
loss from reduced exports and remittances was US$1.0bn, while the savings from reduced
imports was US$1.3bn in 2015). Thus, macroeconomic stability was secured. As a result,
economic growth slowed but remained positive, while many Georgia’s partners moved into
recession.

2010 2011 2012 2013 2014 2015 2016 2017 24-May-17 24-May-18

End of period
GEL/US$ 1.77 1.67 1.66 1.74 1.86 2.39 2.65 259 2.41 245
TRY/US$ 1.55 1.91 1.79 2.14 2.32 2.91 353 3.77 3.57 485

(+depreciation/-appreciation)
GEL/US$ -5.8% -0.8% 4.8% 7.3% 28.5% 10.5% 2.1% 12.5% 1.4%
TRY/US$ 23.2% -6.4% 19.3% 8.4% 25.5% 21.3% 6.9% 19.4% 35.9%

Source: NBG

Georgia and Turkey, both running chronic current account deficits, have different sources
for their funding.

In Turkey, the current account deficit has been financed through “hot money”, which makes
TRY far more vulnerable to global FX developments. Plus, political factors have been
dominating economic factors recently, and there was strong political pressure on the central
bank not to increase its policy rate, doing what was necessary in response of increased
inflation.

Contrary to Turkey, Georgia’s current account deficit is financed mainly through FDI, which
is not immediately sensitive to global volatility in FX markets. Moreover, FDI flows have
boosted economic growth and export potential, which is a key difference: deficit is neither a
threat to the health of the economy, nor the precursor of a currency crash, as it has proven
to be in many other emerging markets. Plus, the Georgian central bank is pursuing prudent
measures, tightening policy when needed as part of a commitment to price stability. So,
given pressure on the Turkish central bank to implement prudent policies and raise the
policy rate, TRY has been depreciating far more rapidly than GEL.
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Figure 10: Monetary policy rate and inflation in Georgia Figure 11: Monetary policy rate and inflation in Turkey
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Figure 12: Inflation: Turkey and Georgia
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Generally, GEL is more stable during summer due to tourism and weaker in 4Q as
seasonal imports increase (New Year related, energy imports) and tourist arrivals
slow. Year-end GEL weakness was seen in 2014-2017, but different factors explain these
episodes of depreciation, including negative expectations established over years, global
factors (e.g. Trump’s election in 2016) as well as expectations arising from TRY and RUB
movements.

GEL is however impacted in the short term by TRY through the expectations channel. For
example, GEL’s depreciation from September to November 2017 was largely driven by
negative expectations amid TRY depreciation and despite Georgia’s current account deficit
being at an all-time low in 3Q17 and in 2017 overall.

Based on our model-based estimates regarding the trade channel with Turkey:
e 10% depreciation of TRY vs US$ causes GEL to depreciate by 1.2% vs US$ in
the short term (up to one year)

However, the abovementioned link has the potential to weakenfintensify given
losses/benefits from other channels with Turkey (remittances, tourism and FDI).
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If we assume current developments in Turkey continue, we would expect GEL to appreciate
vs TRY by 24% in real terms from May 2018 to December 2018. This would widen the trade
deficit with Turkey and likely pressure GEL. Our calculations are based on the following
assumptions for May-December 2018:

o Inflation in Georgia at 3%

o Inflation in Turkey at 12%

e TRYvsUS$at4.9

Notably, the same pace of GEL'’s real appreciation against TRY was seen in 2011 (24%),
and there was no effect on GEL/US$ despite a wider trade deficit (+56% yly) with Turkey.

GEL has been appreciating since December 2017. The appreciation strengthened at the
beginning of April, with GEL moving below 2.4 vs US$. The NBG purchased US$20mn to
limit further appreciation. The GEL depreciated slightly from mid-April to move into the
range of 2.43-2.47 against the US$. This can be explained by the deteriorated trade
balance in March-April as well as negative expectations from TRY and RUB depreciations.
However, macroeconomic factors supporting the FX rate remain favorable, and considering
that Georgia is entering the busy tourism season, we expect the GEL to be close to 2.4 in
the medium term despite volatility in major trading partners’ currencies. We also expect
reduced year-end volatility in FX and expect GEL vs US$ in the range of 2.5-2.6 in 4Q18.

Summing up:

e  Current GEL weakness is related to negative expectations given TRY depreciation.

o As Georgia enters the busy tourism season, GEL is set to be stable over June-
September.

e The ongoing currency crisis in Turkey may cause GEL to depreciate by 2-3% in
the short term via the trade channel (to 2.49-2.52 vs US$)

o  Pressure form TRY weakness will be offset by positive spillovers from Russia and
Azerbaijan’s recoveries.

o  We expect the current account deficit to improve slightly to 8.6% of GDP in 2018
(8.7% in 2017) and believe that fundamental factors affecting GEL remain
favorable. We see GEL's fair value at close to 2.4 vs USS$.

o  We expect year-end GEL weakness, but we think that volatility will be lower
compared to previous years.
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Figure 14: GEL'’s real exchange rate vs TRY and GEL’s real effective exchange rate (weighted for 10 major trade partners, including
Euro zone)
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Disclaimer

This document is strictly confidential and has been prepared by JSC Galt & Taggart ("Galt & Taggart"), a member of BGEO group plc (‘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 faimess, 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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