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Research Update:

Georgian Oil and Gas Corporation Outlook
Revised To Stable On Improving Performance;
'B+/B' Ratings Affirmed

Overview

» Georgian G| and Gas Corporation's (GOCC s) EBITDA is significantly
i ncreasi ng thanks to conmi ssioning the Gardabani power plant and a
relatively favorabl e gas purchase price

* W& understand that the conpany's |arge capital spending projects wll
likely start in 2017-2018, after long-termfinancing is secured, rather
than in 2016.

« W are revising our outlook on GOGC to stable from negative and affirmng
the 'B+/ B long- and short-termcorporate credit ratings.

 The stable outl ook reflects our expectation that debt to EBITDA at GOGC
(on a gross basis, as adjusted by S&P d obal Ratings) will be bel ow 4x,
that there will be no material changes to the current gas purchase and
sal es structure, and that the conpany will not start heavily investing in
its new projects without long-termfinancing in place.

Rating Action

On Nov. 16, 2016, S&P dobal Ratings revised its outl ook on Georgian O and
Gas Corporation JSC (GOEC) to stable fromnegative. W affirmed ' B+/ B | ong-
and short-termcorporate credit ratings.

Rationale

The outl ook revision reflects our expectation that higher EBI TDA generation
shoul d hel p GOGC accombdate its capital expenditure (capex) projects wthout
a material increase in | everage. W now expect debt to EBI TDA to stay bel ow 4x
in 2016-2018 (on a gross basis, as adjusted by S&P d obal Ratings).

Thanks to currently favorable gas purchase prices and successful comm ssioning
of the Gardabani thernmal power plant in 2015, we expect GOGC s EBITDA to
increase to over Georgian lari (GEL) 200 mllion (about US$80 mllion) per
year, conpared with GEL125 mllion in 2015. Also, we understand that GOGC now
plans to start large investnents in its two nmajor capex projects only in

m d- 2017 (expansi on of the Gardabani thermal power plant [total cost estimated
at US$180 million]) and 2018 (construction of an underground gas storage
facility), after it obtains long-termfinancing for both projects. W
understand that the new assets will now be conmm ssioned and start generating
cash flow no earlier than in 2019. Still, we think the increased operating
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cash flow shoul d reduce the pressure on free operating cash flow (FOCF) in
2016-first half 2017 and support |everage bel ow 4x during the heavy
construction phase.

GOGC s business risk is constrained by the conpany's reliance on several |arge
long-termcontracts for gas supply from Russia and Azerbaijan. The inpact on
GOGC s earnings and cash fl ow generation would likely be material if the
contract terns were unexpectedly anmended during the contract period. Currently
and in our base-case scenario, GOGC gets a relatively favorable gas price from
Azerbaijani counterparties, follow ng recent contract renegotiation.But GOGC
is fundanental ly exposed to oil price volatility because the price for sone of
its gas purchases is linked to oil and oil product prices, while the sale
price is fixed in US. dollars for the long term

Constraining factors al so include the conpany's |ack of long-termstrategic

pl anning and a history of unexpected changes in the governnment's strategic
deci sions for GOGC. For exanple, the company abandoned plans to construct the
Namakhvani hydropower plant in favor of the Gardabani gas-fired conbi ned-cycle
power plant (CCPP) in 2013. Furthernore, on June 12, 2015, the conpany
announced a potential sale of the Gardabani CCPP to the Georgi an government;
however, we understand that this has now been cancell ed.

Qur assessnment of GOGC s financial risk profile is constrained by high
volatility of cash flows and ratios during stress periods; sizable investnents
in growmh projects, which will turn FOCF negative in 2017-2018; and relatively
hi gh | everage. Historically, GOGC has issued |oans to other government-related
entities (GREs) (CGEL99 million outstanding as of June 30, 2016), and, although
the | oans are interest bearing and we understand that part of the |oans has
been repaid in 2016, we see the risk that GOGC s funds and assets m ght be
used to finance other CGeorgi an GREs.

Qur rating on GOGC includes a one-notch uplift, reflecting our expectation of
a very high likelihood of extraordinary governnent support. GOGC has a nandate
to ensure gas supply to the donestic market. The conpany is 100% gover nnent
owned, so privatization risk is renote in our view, and there is a track
record of government financial support to GOGC, for exanple in the form of
grants. We understand that the state is closely involved in strategic decision
maki ng for GOGC, and if GOGC were to default, it might entail risks to the
sovereign's reputation. That said, GOGC is primarily an internediary. In our
view, the activities currently undertaken by GOGC coul d theoretically be
performed by a private entity in case of a material change in the governnent's
strategy.

In our base case, we assune:

* No material changes to the current gas purchase and sal es arrangenents,
and no changes in the key asset structure, for exanple, no transfer of
the power station to the state.

e Gas purchase prices to remain relatively favorable, reflecting our oi
price assunptions of Brent at US$45 per barrel in 2017 and US$50 per
barrel in 2018.
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e The Gardabani expansion starts in 2017 and the underground storage
facility construction starts 2018, financed with long-termdebt. As a
result, capex is set to increase frombelow GEL100 million in 2016 to
closer to GEL270 million-CGEL300 nmillion in 2017.

* No material cost overruns in the major capex projects.

 Neutral working capital.

 Dividends of about GEL20 nillion-GEL40 million in 2016-2017.

Based on these assunptions, we arrive at the followi ng credit neasures:

« EBITDA increasing to above GEL200 million in 2016-2018, thanks to the
contribution fromthe new power station.

* Strongly negative FOCF in 2017-2019.

* Debt to EBITDA of about 3.5x in 2016-2018.

Liquidity

We assess GOCC' s liquidity as adequate, supported by its refinancing earlier
in 2016. In April 2016, GOGC has issued a new US$250 nillion eurobond due in
2022 and refinanced nmost of its first US$250 million eurobond issue due in
2017.

Principal liquidity sources include:

e Around GEL260 nmillion of available cash and liquid instrunments.
» Cash generated from operations of about GEL150 million.

e CEL35 million inflow fromthe repaynent of a related-party |oan.

Principal liquidity uses include:

 Short-termdebt, which includes the renmaining US$53 nillion (about GEL130
mllion) portion of the 2017 bond.

e Capex of about GEL200 million, which includes new projects.

* Dividends of about GEL30 nmillion.

Al t hough GOGC managed to refinance in 2016, we believe that, |ike nany other
enmer gi ng- mar ket issuers, access to financial markets can be volatile.

The covenant on the new eurobond linmts GOGC s ratio of net debt to EBI TDA at
3.75x. W believe GOGC has adequat e covenant headroom due to neani ngful cash
on the bal ance sheet and because the covenant | anguage allows for carve outs
for project finance debt on new construction.

Outlook

The stable outlook reflects our view that GOGC s ratio of debt to EBITDA will
be below 4x (on a gross basis, as adjusted by S& G obal Ratings), that the
exi sting contract framework for gas purchase and sale will remain in place

wi t hout any material changes, and that the conpany will not start new capex
projects without long-termfinancing in place. It also assumes no nmmjor cost
overruns or operational issues on the new projects. It also corresponds to the
stabl e outl ook on Georgi a.
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Upside scenario

Rati ng upside could stemfroma positive rating action on the sovereign, al
el se being equal. Rating upside based on GOGC s stand-al one performance is
currently limted, because for an upgrade, we would need to revise GOGC s
stand-al one credit profile to at |east 'bb-', provided that the sovereign
rating remained 'BB-' and the |ikelihood of support renmained very high. This
could happen if debt to EBI TDA approaches 2x, but it is quite far from our
base-case scenari o.

Downside scenario

We coul d downgrade GOGC if debt to EBITDA is sustainably above 4x, due to
significantly lower profits or material capex overruns. This could happen, for
exanpl e, in case of operational setbacks, or if the conpany's nmargins are
squeezed by hi gher gas purchase prices.

Rati ng downsi de could also stemfroma significant unfavorable change in the
exi sting gas purchase and sale franework, or disposal of key assets, or
government pressure to provide sizable support to other weaker GREs, or a

mat eri al weakening of GOGC s role for and Iink with the governnent in case the
governnent's strategy in the sector materially changes.

We could also lower the rating in case of a soverei gn downgrade.

Ratings Score Snapshot

Corporate Credit Rating: B+/Stable/B

Busi ness risk: Wak

e Country risk: High

e Industry risk: Mderately high
e Conpetitive position: Fair

Financial risk: H ghly | everaged
* Cash flow Leverage: Highly |everaged

Anchor: b

Modi fiers

« Diversification/Portfolio effect: Neutral (no inpact)
e Capital structure: Neutral (no inpact)

 Liquidity: Adequate (no inpact)

 Financial policy: Neutral (no inpact)

e« Managenent and governance: Fair (no inpact)
 Conparable rating analysis: Neutral (no inpact)

Stand-al one credit profile: b
 Sovereign rating: BB-
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e Likelihood of governnent support: Very high (+1 notch)
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Ratings Affirmed; Qutl ook Action

To From
Georgian O and Gas Corporation JSC
Corporate Credit Rating B+/ St abl e/ B B+/ Negati ve/ B
Seni or Unsecured B+ B+

Additional Contact:
Industrial Ratings Europe; Corporate_Admin_London@spglobal.com

Certain terms used in this report, particularly certain adjectives used to
express our view on rating relevant factors, have specific neanings ascribed
to themin our criteria, and should therefore be read in conjunction with such
criteria. Please see Ratings Criteria at ww. standardandpoors. com for further
i nformati on. Conplete ratings information is available to subscribers of
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Rati ngsDi rect at www. gl obal creditportal.comand at spcapitaliqg.com All

ratings affected by this rating action can be found on the S& d obal Ratings'
public website at wwv. st andardandpoors.com Use the Ratings search box | ocated
in the left colum. Alternatively, call one of the follow ng S& G obal

Rati ngs nunbers: Cient Support Europe (44) 20-7176-7176; London Press Ofice

(44) 20-7176-3605; Paris (33) 1-4420-6708; Frankfurt (49) 69-33-999-225;

St ockhol m (46) 8-440-5914; or Mscow 7 (495) 783-4009.
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