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Terms and Definitions

AZSTAT
EIA

bbl
bem
BoG
BOP
BP
CBAR
CPI
C/A

DB

FDI
GCl
GDP
IMF
LHS
mmbpd
mmt
RHS
SOFAZ
WEF
WITS

The State Statistical Committee of the Republic of Azerbaijan

US Energy Information Administration
Barrels

Billion Cubic Meters

Bank of Georgia

Balance of Payments

British Petroleum

Central Bank of Azerbaijan Republic
Consumer Price Index

Current Account

Doing Business

Foreign Direct Investments

Global Competitiveness Index
Gross Domestic Product
International Monetary Fund
Left-hand Scale

Million Barrels of Oil Per Day

Million Tonnes

Right-hand Scale

State Oil Fund of Azerbaijan Republic
World Economic Forum
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Executive Summary

Azerbaijan’s economy surged 15x between 1999 and 2012 in nominal US$ terms and 4x in real
terms. Over US$40bn in foreign investments into energy exploration, development, and
transportation generated a 13% annual average growth rate over that period. With an
expansionary fiscal policy, with a 22x increase in public expenditures since 1999, growth has
filtered into improvements in welfare and a reduction of poverty from 49% in 2001 to just 6% in
2012. Annual current account surpluses of over 25% of GDP from 2006 onwards have resulted in
average annual fiscal surpluses of 10% since 2007. This has allowed for the accumulation of
strong reserves in the State Oil Fund (SOFAZ) and the central bank (CBAR), which, as at end-
2012, jointly held US$ 46bn in assets, or 67% of GDP. The country’s demographics are also
favorable, with a relatively young population. This, combined with the government’s commitment
to improving human capital, we believe, sets a strong platform for Azerbaijan’s economic welfare.

The economy shifted from relative diversification and low per-capita income (US$ 583) in
1999 to oil dependency and 12.8x higher average per-capita income (US$ 7,491) in 2012. A
new phase in Azerbaijan’s economy started in 2011 as oil production started to decline and the
country shifted its emphasis back to economic diversification. Lower oil production has placed a
greater emphasis on the development of non-oil sectors, which is reflected in the government's
policy paper, “Azerbaijan 2020: Look Into the Future” (Vision 2020). The document calls for per-
capita GDP to double by 2020 on the back of non-oil GDP growth to US$ 13,000 in 7 years and
for the country to join the high-income group of countries. It also stresses the importance of
improvements in education and institutional development.

Azerbaijan is dependent on the oil and gas sectors but diversification is high on the
agenda. By the end of 2010, the oil and gas sectors accounted for 50% of output, 95% of
exports, and 78% of consolidated fiscal revenue. The downside of this dependency was on full
display when oil output fell from 50.8mmt in 2010 to 43.4mmt in 2012. As oil revenues declined in
2012 with expenditures continuing to rise, the State Oil Fund’s savings rate — the amount of oil
revenue saved — decelerated from a peak of 60% in 2008 to 25% in 2012.

Gas production offers significant upside prospects. In 2012, Azerbaijan produced 26.8 bcm
of natural gas, up from 5.6 bcm in 2000. The second stage of the Shah Deniz project is expected
to add another 16 bcm to current output, resulting in 43 bem total by 2020. At the current prices,
additional gas output will provide revenue of 10.6% of the current value of oil produced.

The early signs of diversification are positive. The planned doubling of per-capita GDP
requires annual 7% non-oil GDP growth (10.4% growth in 9M13). Non-oil sectors have been
experiencing a boom in recent years, growing 9% on average annually from 2010 to 2012. Non-
oil exports doubled in the six years from 2006 and increased another 13% in the first half of 2013.
The government has already approved the “Education Development Strategy” and budget with
lower transfers from SOFAZ compared to the previous year. Progress has also been made on the
establishment of industrial estates with the Chemical Industrial Park in Sumgayit and the
Balakhani Eco-Industrial Park already operational. Special economic zones for export promotion
are in the pipeline, with the first planned at Heydar Aliyev International Airport.

Meanwhile, inflation remains subdued as a reflection of global food prices. Inflation came in
at 1.0% and 2.3% in 2012 and 2013, respectively. The currency also remains stable, with the
central bank pursuing an exchange rate policy within a US$-linked corridor.

The strong fiscal buffer and external surplus provides a cushion against global market
volatility. Azerbaijan’s C/A surplus is set to remain strong, in our view, which will feed
international reserves. Azerbaijan’s combined international reserves of 67% of GDP with marginal
public debt of 10% should support the sovereign’s credit ratings. Most importantly, Azerbaijan has
announced its willingness to diversify its economy through targeted policies and infrastructure
investment, which positions the country well to reduce oil dependency and to generate solid
economic growth from the non-oil sector.

Azerbaijan | Economy
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Drivers of Economic Growth

After unprecedented growth over 2000-2009, the Azeri economy slowed in 2010, posted
negligible growth in 2011, and returned to marginal growth in 2012. Annual average real
GDP growth came in at 15.9% over 2000-2009 - a 4.3x advance overall and a 9.7x increase in
nominal US$ terms. Per-capita GDP expanded 8.6x over the period. Growth slowed to 5.0% in
2010 and sharply to 0.1% in 2011 due to falling oil output. Output recovered to +2.2% in 2012.
Azerbaijan performed sharply better than certain neighbors and resource-rich developing and
developed countries over 2000-2009. Since the boom decade, however, Azerbaijan has
performed poorly against those same peers. Despite the recent slowdown, non-oil GDP
continued to grow at an impressive 9% average in 2010-2012.

Figure 1: GDP and real GDP growth rate Figure 2: Real GDP growth vs. peers, 2010-2012
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Figure 3: Real GDP growth, 2000-09, average per annum, % Figure 4: Per-capita GDP, US$
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By the end of 2012, Azerbaijan’s economy was 15x bigger than in 1999. It moved from 112th
globally to 67th by nominal GDP and from 131st to 77th in nominal per-capita GDP.

The growth between 1999 and 2005 was mainly driven by investments by multinationals in
hydrocarbons. The development of the country’s hydrocarbon deposits was spurred by oil
consortiums led by British Petroleum (BP), which struck deals in the first half of the 1990s to
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develop major Azerbaijani oil and gas fields and pipelines (see Appendix).! Foreign direct
investments surged as a result, reaching 54% of GDP in 2003 and 2004. The charts below outline
the relationship between GDP growth and FDI flows. Investment began to taper in 2005, as did
the country’s growth rate. Nevertheless, growth rates remained high, even by emerging market
(EM) standards, until 2009.

Figure 5: FDI and GDP growth rate Figure 6: Crude oil and natural gas output
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Note: The effects of FDI is lagged by several years from the date of investment to output Source: AZSTAT

Source: AZSTAT, CBAR

Since 2006, growth has been driven by increasing oil production and exports. Non-oil
sectors also started to post robust growth, benefitting from spillover effects from the oil sector.
The ramp-up in oil and gas production started in 2005, and within 6 years oil output had more
than tripled and gas output had risen more than five-fold, making Azerbaijan the world’s 25th
largest oil producer and 33rd largest gas producer. In the meantime, increasing energy export
revenues filtered through the economy via the state budget, resulting in investments in
construction, improvements in communications, and increased consumption in the hospitality,
leisure, and travel segments. As a result, the construction, trade, hospitality, transportation, and
communication sectors nearly doubled in size from 2005 to 2010 resulting in robust growth in
non-oil GDP. These sectors became the main drivers of economic growth in 2012 and 2013.

2

Figure 7: Qil and non-oil GDP growth rates, % Figure 8: Non-extraction GDP in 2012
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support services, and arts, entertainment and recreation.

Source: AZSTAT

' Major projects included the Azeri-Chirag-Gunashli (ACG) oil field, the Baku-Tbilisi-Ceyhan oil pipeline, the Shah Deniz
project, the Sangachal Terminal, and the Baku-Thilisi-Erzurum natural gas pipeline. Additional information regarding ACG
and Shah Deniz is available in this report’s appendix.

2 Mining and quarrying accounts for 43.9% of GDP. Extraction here refers to the “Mining and Quarrying” section of GDP in
the UN ISIC standards.
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The buoyant crude oil price also played a leading role in GDP growth. The price of crude oil
surged from US$ 18/bbl in 1999 to over US$ 104/bbl in 2011. A back-of-the-envelope calculation
suggests this price growth boosted the mining and quarrying sector from US$ 5bn in nominal
prices to US$ 30bn and to occupying a 45% share of total GDP in 2011. Had the oil price
remained constant, Azerbaijan’s mining sector, in nominal value terms, would have been 84%
smaller, and total GDP would have been half its actual level in 2011 of around US$ 66bn.
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Qil prices stabilized while output retreated after a 2010 peak. The natural exhaustion of
operating fields and maintenance works on oil platforms drove the decline. Without the discovery
of new reserves, Azerbaijan’s oil and gas fields are projected to be depleted within 22 and 28
years respectively, according to the BP Statistical Review. The end-game projection for the
country’s gas fields is based on the assumption that Azerbaijan will reach its planned annual
production of 32 bem in 2018.

Although output is temporarily down due to maintenance works, additional investment is
needed to avoid a drastic drop-off in production. Upon completion of the maintenance works
at the ACG oil fields (accounting for around 80% of Azerbaijan’s total oil output) in 2013, oil
output is expected to stabilize and pick up slightly in 2014. The looming decline in production
volumes due to limited reserves, however, is unavoidable without new investments and
discoveries.

Gas production offers significant upside prospects. In 2012, Azerbaijan produced 26.8 bcm
of natural gas, up from 5.6 bcm in 2000. The second stage of Shah Deniz is expected to add
another 16 bcm to the current output, resulting in 43 bcm by 2020. Based on 2012 export prices,
the current gas output is equivalent to 17.7% of the current value of oil produced and the
additional gas output will add another 10.6%.

The non-oil sector, boosted by public spending, has substituted the oil sector as the
principal driver of growth. Oil GDP shrank 9.3% and 5.0% in 2011 and 2012 respectively, while
non-oil GDP growth accelerated from 7.9% in 2010 to 9.7% and 9.8% in 2011-2012. Construction
became the main non-oil GDP driver fed by public spending, whose share of total fixed capital
investment increased from 9.3% in 2004 to 61.1% in 2012. Benefiting from increasing personal
income, trade has become another major driver, posting 10.3% and 10.2% growth rates in 2011
and 2012.
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Figure 11: Investments to fixed capital, US$ bn
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Figure 12: Investments by source, US$ bn
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Growth from public investment has helped smooth weaker oil output. The increase in
capital investment by the state was a welcome move given the economy’s infrastructure needs,
the fallout from the global crisis, and falling oil production. However, the sustainability and
robustness of continued growth will depend on the private sector taking over as the engine of
growth. Otherwise, with falling oil revenues and a shallow non-oil tax base, the government runs
the risk of running out of funds. A dynamic private non-oil sector, on the other hand, can ease
pressure to increase budget spending and generate budget revenue by expanding the tax base.
The need for a diversified economy that would establish a non-oil tax base is reflected in the
government's Vision 2020 strategy approved in 2012. The document targets a doubling of per-

capita GDP by 2020 on the back of non-oil GDP growth.

The economic expansion created a total of 0.6mn new jobs, equivalent to 12.6% of the
2012 labor force. From 2000 to 2012, employment increased by 15.3% to 4.4mn. The oil
industry, by definition, is capital-intensive rather than labor-intensive. As a result, the surging oil
sector only created 600 new jobs, or just 0.1% of total new employment over that period.
Agriculture and construction were the main creators of employment; together they accounted for
half of the new jobs in 2000-2012. The 0.6mn new jobs and 0.3mn increase in the economically
active population brought the unemployment rate down from 12.7% in 2000 to 5.2% in 2012. The
labor participation rate — the share of the working age population employed and seeking
employment — declined from 96.5% in 2000 to 77.6% in 2012. Had the participation rate remained

constant, unemployment would have increased significantly.

Figure 13: Employment created, 2000-2012
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The employment growth was accompanied by a decline in poverty. Two main forces reduce
poverty: (a) securing a source of income, and (b) securing sufficient income/benefits to escape
poverty. Over half a million jobs created since 2000 were likely the main reason for the decline in
poverty.

Income growth helped those employed below the poverty line to escape poverty. As the
figure below shows, incomes and salaries increased 8.5x and 10.2x in US$ terms over the 12
years since 2000. Over that period, poverty declined from 49% of the population in 2001 to 6% in
2012. That achievement is remarkable given that the poverty line, demarcating the income below
which a person is considered poor, has also increased in US$ terms by 2.6x. Another factor
behind the poverty rate reduction was a successful targeted social assistance program prepared
in close collaboration with IFls.

Figure 15: Average salary and income Figure 16: Poverty
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Banking data also point to an improvement in welfare. Household deposit and loan data can
be used as an alternative measurement of the populace’s welfare. Household deposits per
person in Azerbaijan increased from US$ 15.1 in 2001 to US$ 705.3 in 2012, while loans
increased from US$ 7.1 to US$ 595.4. It must be noted that Azerbaijan’s population increased
from 8.1mn in 2001 to 9.2mn in 2012.

Figure 17: Household loans and deposits per person, US$
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Improving welfare along with growth in the youth population will benefit Azerbaijan in the
future. The declining birth rate in the 1990s resulted in the decrease of the younger
demographic. This trend has reversed as the birth rate picked up starting in the early 2000s. That
trend will further improve Azerbaijan’s demographic structure in the future, removing the burden
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of an aging population on the economy and the budget. In comparative terms, Azerbaijan’s old
age dependency ratio, at 7.9%, is lower than selected peers and only higher than that of
Indonesia, Malaysia, Algeria and the UAE.

Figure 19: Age distribution, % of total Figure 20: Age dependency ratio, %
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of people under 15 to the working age population.
Source: AZSTAT

Azerbaijan has also achieved important institutional progress, reflected in the Doing
Business and Global Competitiveness Reports. According to the World Bank's Doing
Business reports, Azerbaijan has improved in the areas of starting a business, registering
property, and paying taxes. Azerbaijan now ranks 10th, 13th and 77th in the world in these
categories. Reforms have naturally led to an improvement in Azerbaijan’s competitiveness in the
World Economic Forum’s annual report on competitiveness. Since 2005, Azerbaijan has climbed
from 62nd to 39th in 2013, mainly due to improvements in institutions and macroeconomic
stability, goods market efficiency, technological readiness and innovation pillars.

Figure 21: Doing Business rankings, among 189 countries Figure 22: Global Competitiveness ranking
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Despite the progress, challenges still exist. The government is committed to addressing these
challenges and has laid out a roadmap in the Vision 2020 document. Vision 2020 aims to double
Azerbaijan’s per-capita GDP to US$ 13,000 in seven years and enable the country to join the
group of high-income countries.® The government is aware of the growth bottlenecks that stem
from falling oil production and institutional inefficiency. Vision 2020 explicitly states that growth

3 The World Bank divides economies according to GNI per capita, calculated using the World Bank Atlas method. Income
classifications are set each year on July 1. In 2012, the groups were: low income, US$ 1,035 or less; lower-middle
income, US$ 1,036 - US$ 4,085; upper-middle income, US$ 4,086 - US$ 12,615; and high income, US$ 12,616 or more.

10
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will be driven by non-oil sectors. The government will invest in the development of
speciallindustrial economic zones with the aim of developing the country’s regions and to boost
export potential. Education is another area in need of reform and is highlighted in the document.
In general, Vision 2020 outlines a diversification of the economy beyond the oil sector, and the
development of the export-driven non-oil sector with efficient institutions and a skilled labor force.

11
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BOP: From Deficit to Surplus

Azerbaijan’s current account (C/A) surplus hit more than 20% of GDP in 2012. Azerbaijan
had a persistent C/A deficit until 2005 when it started exporting significant volumes of oil.
Azerbaijan’s external balance then reverted to a surplus, and the positive balance has
consistently increased since, reaching US$ 16.5bn, or 33.7% of GDP in 2008. Tracking the path
of il exports and prices, the surplus shrank in 2009 before recovering once more. In nominal
US$ terms, the current account balance peaked in 2011 and remains below 2008 levels as a
share of GDP. Nevertheless, Azerbaijan was still a global leader with a C/A surplus of over 20%
of GDP in 2012.
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The C/A success came at the expense of increasing oil dependence. From 2001 to 2005,
non-oil products were the main driver of increased exports. With the start of the oil boom, oil
exports increased 3.8x from 2004 to US$ 6.9bn in 2005, while non-oil exports fell by half to
US$ 0.9bn, boosting the share of oil in Azerbaijan’s total exports from 47.5% to 90%; it has
remained above 90% since 2005. But Azerbaijan’s non-oil C/A balance has consistently posted a
deficit greater than 20% of non-oil GDP. It reached 25.3% of non-oil GDP in 2011 and then
improved to 22.7% in 2012.

Imports are heavily weighted towards industrial supplies and capital goods (62% of total
imports). The dominance of capital goods is natural for an oil-rich country with a development
agenda, since the development of oil and gas output requires significant imports of machinery and
equipment. Among selected peer countries, only Russia, China, and Malaysia have a higher
share of capital goods imports in their total import structures. In Azerbaijan, demand is further
supported by extensive public infrastructure investments. Consumer goods, including food and
beverages, represented 21% of imports, while fuels and lubricants (a proxy for oil and gas)
accounted for less than 1% in 2012.

12
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Figure 25: Merchandise exports, % of total
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Figure 26: Merchandise imports, % of total
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While merchandise trade is in surplus, the services balance has generally remained in the
red at around US$ 2.1bn annually for the last 10 years. Of the US$ 2.9bn deficit in services,
US$ 2bn stems from oil sector business services. With further exploration and developments on
the way, the oil sector will likely continue to shape the services balance for the foreseeable future.

Figure 27: C/A balance by categories, US$ bn

25 —

20

15

10

5

0 —

-5

-10
N Q9 & \ 3 H © QA N ) Q N 4
Q Q! Q Q' Q Q Q \) \) N N N
R S I M
= Merchandise trade m Services ® Income
m Current transfers C/A balance

Source: CBAR

Figure 28: Non-oil C/A balance by categories, US$ bn
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Shaped by the realities of an oil-based economy, other components of the balance of
payments are also in deficit. From 2001 to 2005, FDI was the main component financing the
external balance. However, as oil production took off and Azerbaijan became a surplus country,
its financial account fell into the red. Investment repatriations surged in 2007 as PSA projects
began generating revenue, which entited PSA investors to recover their investments. While
repatriations have declined since 2008, they still remain significant, offsetting FDI inflows. For
example, in 2012, US$ 5.3bn in FDI inflows were offset by FDI outflows of US$ 1.2bn and

repatriations totaling US$ 3.3bn, resulting in net FDI of just US$ 0.8bn.

Meanwhile, international reserves continue to increase. Reserves grew US$ 12.1bn in 2008
but slowed in 2009 as a result of crisis-related capital outflows. Growth resumed in 2010 and
2011, before outflows from the portfolio and other investment categories surged in 2012 to
US$ 8.9bn. Other investment outflows were driven by increasing deposits abroad (from
US$ 2.7bn in 2011 to US$ 5.4bn in 2012) and trade credits (from US$ 2.5bn in 2011 to US$ 4.7bn

in 2012).
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Remittances have been determined largely by non-resident workers and investments,
which increased income payments abroad (compensation of non-resident employees and
investment income) but have been offset by current transfers from Russia. Remittance inflows
reached US$ 1.9bn in 2012, slightly below outflows.

Figure 29: Capital and financial account, US$ bn Figure 30: FDI and components, US$ bn

5 5
0 =
0
-5
-10
-5
-15
-20 -10
N Q) > H © QA D 0.: Q N Ul N O S > ) © QA D S Q
Q Q! Q' Q' N\ Q Q \) \) N N N O O Q Q' O O N Q N\ N
O S S I S M S S S S S
uFDI u Portfolio & other u Inflows: oil = Inflows: non-oil
u Errors & omissions = Change in reserves u Outflows
Capital and financial account Oil bonus * FDI, net
Source: CBAR Source: CBAR

Inflation remains subdued. Aimost half of Azerbaijan’s consumer basket consists of food
products, which generally track global food prices. As a result, Azerbaijan’s inflation surged to
20.9% in 2008. However, as global food prices declined and stabilized in the following years,
inflation in Azerbaijan fell to 1.5% in 2009, and then picked up to 5.7% in 2010 and 7.8% in 2011.
In 2012 and 10M13, prices remained relatively stable at 1.0% and 2.3%, respectively.

The currency has remained stable, with the central bank pursuing an exchange rate policy
within a corridor linked to the US$. The exchange rate has moved in a narrow range of US$ 0.77-
0.99/AZN over the last 12 years.

Figure 31: Inflation, annual % change

Figure 32: US$/AZN exchange rate, monthly average
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Fiscal Policy: Reserve Accumulation

Rising oil output has not only benefitted GDP, but has also fed public finances.
Consolidated budget revenues increased 36x in US$ terms from 1999 to 2011 to US$ 29.3bn.
Receipts began to accelerate in 2005 and peaked in 2008 alongside the global oil price. As oil
output declined and prices stabilized, public revenues remained flat. Expenditures followed a
similar upwards path albeit at a slower rate, surging 22x over the same period.
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Thanks to a better performance on the income side, public finances have remained in
surplus since 2004. The budget surplus peaked in 2008 at almost 20% of GDP. A subsequent
decline in revenues and an increase in expenditure served to shrink the surplus in the following
years. In 2012, the surplus fell to 7.2% of GDP and the government is projecting a deficit in 2013.
With the positive net balance, the government was able to keep its debt to GDP ratio at relatively
low levels, averaging 10% of GDP in the eight years since 2005.

However, the global oil price, which is determined externally, is a key factor in defining
budget revenues. The oil sector provided US$ 20.9bn of revenue in 2012, accounting for 73.4%
of total consolidated public revenues. This income was the result of 43.4mmt oil production and
an average oil price of US$ 105/bbl. Our rough sensitivity analysis, which shows how sensitive
the budget is to fluctuations in oil production (subject to geological factors) and the oil price
(subject to international developments), demonstrates that if oil output was 20% higher (52.1mmt)
and there was an oil price of US$ 125/bbl, oil revenues might have been 51% higher leading to a
budget surplus of US$ 15.6bn. Alternatively, using the same calculations and assuming that
expenditure is fixed, if 10% less oil had been produced alongside a US$ 10/bbl fall in oil price the
budget balance might have been in deficit.

4 Consolidated budget revenues consist of: (a) central/state government budget revenues (less transfers from the Oil Fund), (b) Ol
Fund revenues, (c) State Social Protection Fund revenues (less transfers from the state budget and contributions by the state
enterprises), and (d) Nakhchivan Autonomous Republic budget revenue (less donation from the state budget).

5 Non-oil consolidated budget revenues are calculated as the difference between consolidated budget revenues and revenues
coming from the Oil Fund and taxes from the oil sector.
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Crude oil production, mmt Crude oil production, mmt
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In the event of external shocks, buffers do exist as a result of Azerbaijan’s strong capital
investments, which correspond to 46.3% of the budget for 2014 and can be adjusted if need be.
When public revenues declined from US$ 23.7bn in 2008 to US$ 17.9bn in 2009, the government
was able to reduce capital investments from US$ 6.3bn to US$ 5.6bn to partially offset the
decline. The government announced it will reduce investments in the next few years from the
US$ 12.4bn budgeted for 2014 to US$ 8.0bn in 2017. A successful execution will reduce the
likelihood of a budget deficit in the next few years.

The picture is drastically different without the oil sector, which generated 74% of
revenues. Non-oil revenues, as a share of non-oil GDP, have consistently declined since 2006,
fluctuating between 19.1% and 20.7% of non-oil GDP in 2010-12. Expenditures, on the other
hand, increased until 2008 and have remained at around 65% of non-oil GDP. As a result, the
non-oil consolidated budget deficit increased from 17.4% of non-oil GDP in 2005 to 47.7% in
2011. Although expenditures continued to rise in 2012, the pace remained below the growth rate
of nominal non-oil GDP, resulting in a slight improvement in the non-oil deficit in 2012.
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Combined SOFAZ and central bank reserves reached US$ 45.8bn in 2012, 67% of GDP. As
oil output and prices surged in 2008, SOFAZ's revenues increased 9.1x from 2007 to US$ 19.8bn
in 2011 (see Appendix). On the heels of lower production volumes, revenues slipped to
US$ 17.4bn in 2012. However, the fund’s expenditures remained well below income, especially in
the early boom years, resulting in higher savings. SOFAZ’s assets increased from 7.5% of GDP
in 2007 to 43% in 2010. However, as revenues stagnated and expenditures rose, the savings rate
declined and the fund’s assets-to-GDP increased just 6.6ppts in the following two years to 49.6%.

6 However, the government was able to deliver on all other fiscal commitments. Moreover, the central bank played a key role in
smoothing the negative impacts of the global crisis by providing additional liquidity to markets and keeping the exchange rate
stable.
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Figure 37: State Oil Fund budget, US$ bn Figure 38: International reserves, % of GDP
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Macro Statistics

2005 2006 2007 2008 2009 2010 2011 2012

Economic activity
Real GDP, yly 26.4% 34.5% 25.0% 10.8% 9.3% 5.0% 0.1% 2.2%

Real Oil GDP, yly 66.3% 63.2% 36.8% 6.8% 14.0% 1.8% -9.3% -5.0%

Real Non-oil GDP, yly 8.3% 11.9% 11.4% 15.9% 3.7% 7.9% 9.4% 9.7%
Nominal GDP, AZN bn 12.52 18.75 28.36 40.14 35.60 4247 52.08 54.00

change yly 46.8% 49.7% 51.3% 415%  -11.3% 19.3% 22.6% 3.7%
Nominal Oil GDP, AZN bn' 5.52 10.09 15.91 22.25 16.07 21.10 25.83 25.52
Nominal Non-oil GDP, AZN bn? 7.00 8.65 1245 17.89 19.54 21.36 26.25 28.47
Nominal GDP, US$ bn 13.24 20.99 33.10 48.88 44.29 52.91 65.63 68.73
change yly 52.5% 58.5% 57.7% 47.7% -9.4% 19.5% 24.0% 4.7%
Nominal GDP per capita, US$ 1,580 2,472 3,842 5,603 5,018 5,922 7,285 7,491
change yly 50.7% 56.5% 55.4% 459%  -10.4% 18.0% 23.0% 2.8%
Prices
CPI, eop 5.3% 11.2% 19.6% 15.5% 0.7% 7.9% 5.6% -0.3%
CPI, average 9.6% 8.3% 16.7% 20.8% 1.5% 5.7% 7.9% 1.1%
PPI, eop n/a nfa nfa  -36.2% 65.2% 18.8% 21.1% -1.3%
PPI, average 17.3% 10.1% 17.6% 234%  -19.4% 30.5% 33.5% 4.5%
GDP deflator 16.1% 11.3% 21.0% 271.8%  -18.8% 13.6% 22.5% 1.5%
Exchange rates
US$/AZN, eop 0.919 0.871 0.845 0.801 0.803 0.798 0.787 0.785
US$/AZN, average 0.946 0.893 0.857 0.821 0.804 0.803 0.794 0.786
Money & credit
Base money, AZN bn nla 1.60 2.61 4.78 4.86 6.40 8.28 10.52
Chg. yly n/a n/a 63.3% 83.0% 1.7% 31.6% 29.4% 271%
Broad money (M2), AZN bn 0.80 214 4.40 6.08 6.17 8.30 11.00 13.81
Chg. yly 16.2%  168.4%  105.9% 38.2% 1.5% 34.5% 32.5% 25.5%
% of GDP 6.4% 11.4% 15.5% 15.2% 17.3% 19.5% 211% 25.6%
Broad money (M3), AZN bn 1.84 3.44 5.90 8.49 8.47 10.53 13.90 16.78
Chg. yly 22.1% 87.1% 71.4% 44.0% -0.3% 24.3% 32.1% 20.7%
% of GDP 14.7% 18.4% 20.8% 21.2% 23.8% 24.8% 26.7% 31.1%
Money (M3) multiplier 2.10 1.68 1.71 1.71 1.73 1.61 1.64 1.57
Bank deposits, AZN bn 1.37 2.16 413 6.46 6.38 7.63 9.45 10.70
Chg. yly 22.4% 58.0% 90.9% 56.5% -1.3% 19.5% 23.9% 13.3%
% of GDP 10.9% 11.5% 14.6% 16.1% 17.9% 18.0% 18.1% 19.8%
Bank loans, AZN bn 144 2.36 4.68 7.19 8.41 9.16 9.95 12.72
Chg. yly 45.6% 64.0% 98.2% 53.6% 16.9% 9.0% 8.6% 27.8%
% of GDP 11.5% 12.6% 16.5% 17.9% 23.6% 21.6% 19.1% 23.6%
Loan-to-deposits ratio 1.05 1.09 113 1.1 1.32 1.20 1.05 1.19
Lending interest rate (average) 15.8% 16.0% 16.4% 17.9% 16.3% 15.0% 16.3% 15.7%
Deposits interest rate (average) 7.8% 10.5% 11.0% 11.8% 11.6% 11.2% 10.8% 10.2%
Interest rate spread, ppts 7.96 5.58 5.38 6.12 475 3.75 5.53 5.46
Fiscal indicators
General budget revenues, US$ bn 3.32 5.88 9.35 23.66 17.87 24.23 29.27 28.43
% of GDP 25.1% 28.0% 28.2% 48.4% 40.4% 45.8% 44.6% 41.4%
General budget non-oil revenues, US$ bn 1.71 2.90 3.65 4.95 5.48 5.51 6.31 7.55
% of non-oil GDP 23.2% 30.0% 25.1% 22.7% 22.6% 20.7% 19.1% 20.8%
General budget expenditures, US$ bn 3.00 5.75 8.59 14.41 14.96 17.00 22.10 23.50
% of GDP 22.7% 27.4% 25.9% 29.5% 33.8% 32.1% 33.7% 34.2%
General budget balance, US$ bn 0.32 0.13 0.76 9.25 2.91 7.23 7.16 493
% of GDP 2.4% 0.6% 2.3% 18.9% 6.6% 13.7% 10.9% 7.2%
General non-oil budget balance, US$ bn -1.29 -2.85 -4.94 -9.46 -9.48 -11.49 -15.79 -15.95
% of non-oil GDP A74%  -294%  -34.0%  -434%  -39.0% 432% -47.7%  -44.0%
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2005 2006 2007 2008 2009 2010 2011 2012
External accounts
Merchandise trade balance, US$ bn 3.30 7.75 15.22 23.01 14.58 19.73 24.33 22.22
Non-oil merchandise trade balance, US$ bn -1.66 -2.58 -3.67 -5.07 -4.69 -4.54 -1.41 -7.44
Service trade balance, US$ -1.97 -1.92 -2.13 -2.34 -1.61 -1.73 -3.00 -2.92
Non-oil service trade balance, US$ -0.31 -0.32 -0.16 -0.37 -0.41 -0.49 -1.40 -0.83
Trade balance, US$ bn 1.33 5.82 13.09 20.67 12.97 18.00 21.33 19.29
% of GDP 10.0% 21.7% 39.6% 42.3% 29.3% 34.0% 32.5% 28.1%
Non-oil trade balance, US$ bn -1.97 -2.90 -3.84 -5.44 -5.09 -5.03 -8.81 -8.27
% of non-oil GDP -26.6%  -299%  -264%  -250% -21.0% -189%  -26.6%  -22.8%
Current account balance, US$ bn 0.17 3 9.02 16.45 1017 15.04 17.15 14.92
% of GDP 1.3% 17.7% 27.2% 33.7% 23.0% 28.4% 26.1% 21.7%
Non-oil current account balance, US$ bn -1.49 -2.37 -2.81 -4.39 -4.58 -4.82 -8.37 -8.52
% of non-oil GDP -202%  -245%  -193%  -202%  -189%  -181%  -253%  -23.5%
Foreign direct investments, US$ bn 4.48 4.47 4.53 3.98 2.90 3.35 447 5.29
Non-oil foreign direct investments, US$ bn 0.23 0.37 0.44 0.64 0.75 0.78 1.00 1.00
Capital and financial account balance, US$ bn* 0.57 -1.74 -5.76 -3.56 -6.02 -3.59 -4.02 -8.08
CBAR official foreign reserves, US$ bn 118 2.50 4.27 6.47 5.16 6.41 10.48 11.69
Oil Fund Assets, US$ 1.39 1.45 2.48 11.22 14.90 22.77 29.80 34.13
Debt indicators
Gross external debt, US$ bn 4.60 5.91 7.05 9.37 8.96 11.01 13.22 n/a
change yly 29.6% 28.4% 19.4% 32.9% -4.4% 22.9% 20.1% n/a
% of GDP 34.7% 28.1% 21.3% 19.2% 20.2% 20.8% 20.1% nla
Government debt, US$ bn 1.76 2.14 2.85 3.39 5.21 5.89 6.55 7.98
of which
Domestic debt, US$ bn 0.1 0.17 0.36 0.37 1.80 1.98 1.81 1.65
External debt, US$ bn 1.66 1.98 2.48 3.01 3.4 3.92 473 6.33
% of GDP 13.3% 10.2% 8.6% 6.9% 11.8% 11.1% 10.0% 11.6%
Total investment, US$ bn 5.50 6.27 713 9.14 8.39 9.55 13.30 15.10
% of GDP 41.5% 29.9% 21.5% 18.7% 18.9% 18.1% 20.3% 22.0%
Gross national savings, US$ bn 5.12 9.29 14.77 2417 17.63 23.37 30.34 30.09
% of GDP 38.7% 44.3% 44.6% 49.4% 39.8% 44.2% 46.2% 43.8%

1 Until 2009 at factor cost

2 Until 2009 non-oil GDP is calculated as non-oil GDP at factor cost plus net taxes
Source: AZSTAT, CBAR, Ministry of Finance, SOFAZ, IMF, BOG Research
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Appendix 1: Mega Projects of 1994-
2012

Azeri-Chirag-Gunashli: The largest oilfield in Azerbaijan’s Caspian Sea sector

A 30-year production sharing agreement (PSA) to develop the Azeri-Chirag-Gunashli (ACG) oil
field was signed on September 20, 1994 between BP and other oil companies and the Azeri
government. The companies then formed the Azerbaijan International Operating Company in
February 1995 with BP as the operator. The consortium currently consists of nine companies.
The first stage of the project was completed in November 1997, resulting in the launch of oil
production from the refurbished Chirag-1 platform and then the refurbishment of the Western
Route Export Pipeline (WREP, Baku-Supsa) in December 1998.

Figure 39: Oil production at ACG, 1997-2012, mn bbl

350
300
250
200 .
150 I
100

50

0

1997- 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
2002

mChirag = Central Azeri mWest Azeri = East Azeri = Deepwater Gunashli

Source: BP

The second and third phases included the development of the Azeri and Deepwater Gunashli
fields (in three stages: central, east, and west). The first oil from the central Azeri field was
delivered in February 2005 while the last stage of the Azeri project delivered oil in October 2006.
The last phase was completed in April 2008.

Construction of a major pipeline, Baku-Thilisi-Ceyhan, was started in April 2003 and completed in
June 2006. The 1.2mmbpd capacity pipeline starts from the Caspian shore in Azerbaijan, passes
through Georgia and eventually reaches the Mediterranean port of Ceyhan in Turkey, traveling
1,768 km.

Today, ACG provides 80% of Azerbaijan’s total oil output. According to BP, ACG accounted for
10% of its total liquids production worldwide in 2012.

Shah Deniz: Sea King

A PSA to develop the Shah Deniz Field was signed in October 1996 for 35 years and later
extended by five years. According to BP, Shah Deniz is among the largest gas-condensate fields
in the world with over 1 trillion cubic meters of gas. The field became operational in December
2006 and the first gas was delivered from the field to Turkey in July 2007 through the just-
commissioned South Caucasus Pipeline (Baku-Tbilisi-Erzurum), which extends 692 km and can
carry up to 7 bcm of gas per year.

The development of Shah Deniz consists of two stages. The first gas from the field was produced
within the first stage and its annual output is about 9 bem. According to BP, a consortium of
companies invested US$ 6bn during the first stage. An additional 16 bcm of gas is expected to be
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produced during the second stage, with the first gas volumes from this second stage expected in
late 2018. According to the operating company, the project will require over US$ 25bn to produce
and transport gas to the European market.

Overall, according to media sources, over US$ 40bn has been invested in the projects
implemented by BP and a further US$ 25bn is in the pipeline for the development of the second
stage of the Shah Deniz field.

List of Projects:
- Azeri-Chirag-Gunashli
- Shah-Deniz
- Baku-Thilisi Ceyhan pipeline
- Baku-Thilisi-Erzurum Pipeline
- Sangachal Terminal
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Appendix 2: The State Oil Fund

The State Oil Fund of Azerbaijan Republic was established in 1999 to collect and manage
revenue flows from oil and gas PSAs and the fund’s own operations.

The fund has a three-tier management structure consisting of the President of Azerbaijan (the
supreme authority), a supervisory board and the executive director responsible for daily
operations.

The fund is an independent institution and its budget is not included in the central state budget.
However, its investments and budget must adhere to the investment strategy approved by the
president and should support the government's macroeconomic policy.

As an institution entrusted with saving public funds, the fund’s investment policy is geared
towards lower risk and therefore lower interest-earning instruments rather than riskier high-yield
instruments. Originally, the fund's asset management guidelines limited investment options to
long-term instruments with a credit rating of “A” (S&P, Fitch) or above. However, mainly due to
low interest rates, the policy has generated low revenues. As the fund continued to expand its
asset base, the asset management guidelines were amended in 2011 to allow investments into
riskier, high-yielding assets. Under the new rules the fund can invest in:

o Deposits in central (national) banks, commercial banks, and other financial
institutions;

o Debt issued by governments, government agencies, international financial
organizations, for-profit organizations, and other institutions with long-term
investment-grade credit ratings (S&P, Fitch, or Moody's);

Stocks included in major international equity indices;

Shares of mutual and alternative investment funds;

Gold bars conforming to the requirements of the London Bullion Market
Association;

Real estate;

Non-investment grade debt obligations or deposits with a credit rating of not less
than BB- (S&P or Fitch) or Ba3 (Moody'’s). The capital allocated should not exceed
5% of the total value. In this case, the counterparty banks of the Oil Fund providing
custodian (depositary) services and holding correspondent accounts for the Oil
Fund are permitted to have a non-investment grade credit rating (not less than BB-
(S&P, Fitch) or Ba3 (Moody's).

Azerbaijan | Economy
March 10, 2014
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Figure 40: SOFAZ investment portfolio: Rate of Return, % Figure 41: SOFAZ’s YE12 investment portfolio by asset classes
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Until 2012, SOFAZ was allowed to keep only US$, GBP, and EUR-denominated assets. Since
2012 the currency basket has been expanded to include G8 member countries, countries with a
sovereign debt rating of not less than “A”, and Turkey and Russia. Expanding the scope of the
investment options will increase the riskiness of the investments. However, most sovereign
wealth funds follow the same principle.

Table 3: SOFAZ revenues, 2012

US$ mn % of total

Total Revenue 17,405.4 100.0
Proceeds from profit oil and gas sales 16,695.8 95.9
Azer-Chirga-Gunasjhli 16,257.3 93.4
Shah-Deniz 365.5 21
Balakhani 23.0 0.1
Binagadi 12.5 0.1
Zigh-Hovsan 9.7 0.1
Kursengi-Garabaghly 9.1 0.1
Surakhany 9.0 0.1
Kurovdag 8.6 0.1
Neftchala 0.9 0.0
Bahar 0.2 0.0
Revenues from asset management 693.5 4.0
Transit fee revenues 10.0 0.1
Acreage fees 3.8 0.0
Bonus payments 20 0.0
Other revenues 0.3 0.0

Source: SOFAZ

Table 4: SOFAZ expenditures, 2012

US$ mn % of total

SOFAZ Expenditures 13,071.5 100.0
Transfer to the state budget 12,244.9 93.7
Settlement of refugees and internally displaced persons 370.9 2.8
Samur-Absheron irrigation system 2472 1.9
New Baku-Thilisi-Kars Railway 1471 11
SOFAZ administrative expenses 36.6 0.9
Education abroad 247 0.2

Source: SOFAZ
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Figure 42: SOFAZ budget, 2001-2012, US$ bn
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Disclaimer

This document is strictly confidential and has been prepared by JSC Bank of Georgia ("Bank of Georgia") 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.

Bank of Georgia 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 Bank of Georgia 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 Bank of Georgia or its 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 Bank of Georgia or any of its 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, Bank of Georgia and its 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 Bank of Georgia 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 Bank of Georgia, or any of its 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 Bank of Georgia 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 Bank of Georgia, nor its 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.

Bank of Georgia does, and seeks 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 Bank of Georgia. 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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