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FOREWORD

The Republic of Azerbaijan enters 2006 as one of the most rapidly developing
economies globally. One can truly describe this as a period of Renaissance for the
economy and businesses of our country.

For more then a decade, Azerbaijan has held one of the leading positions among
Transition countries in respect to such basic indicators as GDP growth and Foreign
Direct Investments inflow.

More then a decade ago, national leader Heydar Aliyev launched a massive reform
agenda that included inter alia promotion of political stability and social dialogue,
adoption of new constitutional laws and the establishment of new institutions of public
governance. Today the government is successfully continuing this policy. As a result,
the country is gradually emerging as the most dynamic commercial hub in the Caspian
region.

Azerbaijan is the leading economic reformer in the Commonwealth of Independent
States (the former USSR). Its economic system is founded on the principles of
liberalism, denationalization, support for private entrepreneurship, non-discrimination
against foreign businesses and co-operation with international financial institutions.

Today’s development goals include the diversification of economic growth, the
enhancement of legal frameworks, the improvement of the general business
environment and the improvement of the people's welfare.

Azerbaijan adheres to the principles of an "open door" policy for foreign businesses
wishing to do business here. We are happy to see new arrivals in such areas as
manufacturing, agriculture, infrastructure development and services as well as in other
sectors of the economy.

We are confident that in cooperation with international partners, we will be in a position
to fully utilize the potential of our economy. As part of this strategy, we are happy to
provide newcomers to the Azerbaijani market with all kinds of support and information.

| hope that this publication, "Doing Business in Azerbaijan 2006," will serve as a useful
and practical guidebook to businesses that wish to start operations in Azerbaijan. It
contains a wealth of information on the regulations, business opportunities and culture
of our country.

We are looking forward to greeting you in the Republic of Azerbaijan!

Heydar Babayev
Minister of Economic Development
The Republic of Azerbaijan



1 COUNTRY INFORMATION

1.1 Azerbaijan: State, Geography and History in brief

Establishment - 28 May 1918
Independence - 18 October 1991 (Il
republic)

The country is well placed on the south eastern
border of Europe on the shores of the hydrocarbon
resources rich Caspian Sea. It has direct access
to the extensive and speedily emerging markets of
the Central Asian states, Caucasus as well as
Middle East.

Azerbaijan declared the policy of openness for
international business. It has an excellent record
of co-operation with private international
businesses, in particular, with oil & gas
corporations.

The country by now is well integrated in the
international cooperation system through
participation in various international organizations

Territory:

86.6 thsd. square km, (11.5%
forests, 1.6% water surface, 50%
agricultural lands, of which 27%
pastures, 36.9% other lands).

The territory also includes
Azerbaijani sector of the Caspian
Sea.

The country is situated between 44°
and 52° of east longitude, 38° and
42° of north latitude, Baku is located
in 40° parallel.

Neighbours:

Borders with Iran in the south - 765
km and Turkey in the south-west -
15 km, Russia in the north - 390 km,
Georgia in the north-west - 480 km,
Armenia in the west - 1,007 km.

such as Council of Europe, OSCE, Commonwealth of Independent States, GUAM
(Georgia, Ukraine, Azerbaijan and Moldova alliance), Black Sea Economic Cooperation,
Organization of Islamic Conference as well as a system of multilateral and bilateral
treaties on security and economic affairs. Azerbaijan has stakes and is actively engaged

Capital Baku
Language Azerbaijani
Currency New Azerbaijani Manat (AZN)

with the European Bank for
Reconstruction and
Development, Asian

Development Bank, World Bank,
International Monetary Fund,
Islamic Development Bank, Black
Sea Trade & Development Bank

etc. all of which have running projects portfolios in the country.

Political system. Azerbaijan has a republican form of government. The three branches

of power include

- Executive headed by the President (5 year term);

- Legislative: unicameral National Assembly (Milli Majlis) with 125 deputies (5 year

term);

- Judiciary topped by the Supreme Court of the Republic.

The system of "checks and balances” includes the Constitutional Court and the
Constitution with a number of guaranteed rights and freedoms for the people of

Azerbaijan.
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The country lives a very dynamic political life. A number of parties and politicians
compete for Presidency, Parliament constituencies and municipalities. A well developed
electronic and paper media community exists.

The foreign policy of Azerbaijan is complimentary and is directed at establishment of
peaceful and mutually beneficial cooperation with all international partners. One of the
major foreign priorities of the republic is integration into common European space.
Relations with the former USSR (now CIS) countries are also important, first of all due
to the vitality of the economic cooperation with them and need for traditional trade
relations.

Administrative division

Autonomous Republic | 1 (Nakhichevan AR)
Districts 65

Towns 69

Districts of cities 13

Settlements 130

Rural settlements 4

Capital city Baku

Demography and people. The population is evenly distributed between urban and
rural areas, with 51.5% residing in towns and cities. Some 35% of the estimated three
million workforce are engaged in agriculture and related activities, with 26% working in
industry and construction.

Population: 2004 2005

Population, thsd. Person 8,318 8,436
» Urban 50.7% 51.5%
» Rural 49.3% 48.5%

Population density, per km? 96 97

Azerbaijan is an extremely positive model of a peaceful co-existence of religious
communities. Predominantly Moslem populated the country traditionally served as a
safe haven for adepts of various cults, religions and cultural traditions. Large
communities of Christians and Jews traditionally live here. Secularism and non
involvement of the State in religious affairs is the strong local tradition supported by law.

The country is the largest and the fastest growing economy in the South Caucasus. It is
the best transport link that connects South Eastern Europe with the vast regions of
growing importance which are the Central Asia and the Caspian Sea. Increasing
number of professional shipping companies is engaged in transportation of goods by
this link during the last decade.

Climate: Azerbaijan's climate varies from an arid subtropical and humid subtropical to a mountainous
tundra climate. Average annual precipitation is between 200 and 300 mm (8 to 12 inches) in the lowlands
and 300 to 900 mm (12 to 35.5 inches) in the highlands, although precipitation is distributed unevenly
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throughout the year. On the southern slopes of the Greater Caucasus average annual precipitation
ranges between 1,000 and 1,300 mm (39 to 51 inches). Average temperature ranges in the lowlands
between 25 and 27 degrees C (77 and 80 F) in July and 0 to 3 degrees C (32 to 37 degrees F) in January
and between minus 3 to minus 6 degrees C (27 to 21 degrees F) in January in the highlands.

There are extensive opportunities for tourism development due to the peculiar terrain
and geography. Azerbaijan has a number of major natural attractions such as warm
sea, mountainous resorts, mineral springs and medicinal mud recreation centers.

The historical background of the country on the crossroads where civilizations met for
many centuries makes it even more attractive as a place to visit and do business.

History

One of the countries of the South Caucasus, Azerbaijan was re-introduced on the
political map of the world after the collapse of the Soviet block. The independence was
regained only in 1991 at the price of thousands lives of Azerbaijanis lost in the Nagorno-
Karabakh conflict and the Soviet attack against Azerbaijani national movement in Baku
in January 1990. Yet despite a short period of independence in the new era Azerbaijan
has a long lasting and rich history of statehood and culture.

Today's Republic of Azerbaijan is the successor of the Azerbaijan Democratic Republic
(ADR) declared on 28th May 1918 by the first Azerbaijani parliament - National
Assembly (Milli Majlis). Though short lived (was occupied by Bolshevik Russia in 1920),
ADR remained the very first democratic government in the whole Islamic world. Such
measures as electoral rights for women, quotas in the Parliament for the ethnic
minorities and other steps that would long remain ahead of their time not only in the
Middle East and Eurasia but in the old democracies of Europe as well were the
undoubted achievements of the First Azerbaijani Democratic Republic.

Azerbaijan is one of the oldest cradles of civilization globally. The oldest dated proofs of
human cultural activities in Azerbaijan were discovered in Gobustan (a location not far
from capital city Baku). This culture apparently goes back to the 12th millennium B.C.

Location of Azerbaijan as the most convenient route for migration from Asia to Europe
and from Eurasia to Middle East from ancient times until recently formed the country's
today. It is the mix of Turkic, Caucasian, European and other cultural influences.

As per the conventional historical tradition the word "Azerbaijan" descends from the
personal name or official title of the local ruler Atropat, IV century B.C., contemporary to
the Alexander the Great. Other historians refer to Turkic and Sanskrit languages to
trace down the origins of the country name. Anyhow, the country bore name "Atropatan”
and later "Aderbagan" for many centuries to come. The name was used to describe
territories that include the nowadays Republic of Azerbaijan and the province with
similar name within the Islamic Republic of Iran. The first recorded states on the territory
that is now known as Azerbaijan date back to 9th Century B.C. A few states such as
Manna, Maday and Albania with their own peculiar traditions succeeded one another in
the period to follow.

In the 4th century A.C. Christianity is spread in the northern part of the country while the
South remains largely Zoroastrian. In the 8th Century the Arabic conquest of Azerbaijan
commenced. The Khalifat had long competed with the Turkic Khazar Kaganat (Judaism
was the official religious tradition there) for domination over the north. Eventually Arabs
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prevailed and Azerbaijan remained under the Islamic rule for circa 3 hundred years with
the short period of 20 years when a large scaled Hurammi freedom movement led by
popular leader Babek overtook Arabs in Azerbaijan and parts of Iran. From the period of
Arabian conquest onwards Azerbaijan became an integral part of the Islamic cultural
tradition. Nizami, Nasimi, Tusi and other Azerbaijani poets and scholars now regarded
the patriarchs of this civilization, contributed extensively in the Islamic Renaissance of
9th - 13th centuries.

The Middle Ages were the period of several large regional empires, predominantly
Turkic. Some of the mightiest dynasties were of Azerbaijani origin e.g. Karakoyunlu,
Agkoyunlu, Safavis. Despite the dominance of large states on the regional political
arena the northern Azerbaijan (Shirvan) managed to sustain independent or at least
semi independent status throughout the whole period including hectic times of the
Mongolian invasion and Teymurids.

By the XVIII century the country consists of a few independent Khanligs (principalities).
The new regional dominant - Russian Empire has eventually overtaken Northern
Azerbaijan and as per the Turkmanchay Peace Treaty with Persia of 1828 the country
was divided: the southern Azerbaijan was left under Persian sovereignty. The
Turkmanchay division is the current state of affairs between Azerbaijan and Iran.

The late XIX -early XX centuries are the period of cultural and economic rehabilitation of
Azerbaijan. In 1860-s the industrial exploitation of the Azerbaijani oil fields commenced
which brought about international businesses including such notorious names as Nobel
brothers, Rothschild, Siemens and others. Quite a few of them made their start up in
Baku from a small engineering company to a giant transnational corporation of today.

The economic rise led to cultural revival. The traditional Islamic & oriental cultural
stratum was enriched by the ever growing European and Russian influence. The XIX
and XX centuries are the period of a few major advancements in the Azerbaijani social
life. The first Islamic opera, newspapers and national dramatic theatre, discussion on
the adoption of a "modern" Latin alphabet, first university, a school for Moslem girls etc.
were the cornerstones of the further development.

After the short lived Azerbaijani Democratic Republic (mentioned above) the 11th Soviet
Red Army occupied Azerbaijan in late April 1920. The occupation did not go through
without resistance. The remnants of the ADR National Army units together with the local
militia retreated in the second largest city of Azerbaijan Ganja where a major clash with
joint Bolshevik/Armenian Dashnak forces took place. A period of mass repression of the
Azerbaijani intelligentsia, elite and national leaders in 20-s and 30-s XX century followed
the defeat of the 1% independent Azerbaijani Democratic Republic.

Thus until 1990 the Azerbaijani Soviet Socialist Republic (AzSSR) was an integral part
of the USSR as one of the "founding" republics of the Union, a major industrial and
cultural centre of the Empire. The collapse of the Soviet block brought independence
along with a serious economic and political crisis.

The consequences of the disintegration of the Soviet Union were complicated by the
ongoing aggression by the Republic of Armenia. Armenian nationalists backed by the
late Soviet administration had launched a separatist movement in the Western
Azerbaijan (Nagorno-Karabakh). A long lasting and bloody military conflict started in
1988. The conflict was further complicated by civil confrontation within Azerbaijan. Few
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political groups were competing for power in the country. A succession of weak, largely
incapable governments ended in 1993 when a veteran politician and popular leader
Heydar Aliyev was elected President. A decade of rehabilitation and growth started.
Aliyev's government re-established peace and stability in the country, reinforced state
infrastructure and civil rule throughout the country, launched active foreign policy
campaign aimed at political integration of Azerbaijan internationally. In 1994 major oil &
gas contracts with the consortia of oil giants such as BP, Amoco, Total and others
started. From circa 1997 onwards major political reforms aimed at bringing Azerbaijan
to the international standards in the areas of rule of law, democracy, human rights and
freedoms started as well. The "Heydar Aliyev's epoch” ended in December 2003 with
the demise of the national leader. However, the policy decisions taken by him including
integration into European common space, democratization, liberal economy and socially
oriented policies remain the undisputed development vectors for the current government
too.

1.2 Glimpse at the Azerbaijani Economy

Azerbaijan is the fastest growing Chart.
economy gIOba”y GDP in Azerbaijan (1995-2005)
Following sharp decline in early 90-s of 15000
the last century Azerbaijan achieved .
stable and rapid growth for 10 :
consecutive years starting from 1995
(see chart).

Now the country is one of the most Years
rapidly recovering economies in the
world. The GDP annual surplus in 2004
was 10.2%. A record growth for the year 2005 is estimated at 26.4% (highest growth
indicator globally for the year). It is highly probable that the country will be the global
leader in economic growth in the year 2006 too. Nominal wages grew by 21.9% in the
year 2005. Almost all other major economic indicators point out a similar growth pattern.

Baku is the center of Azerbaijani economy and the home for most of Azerbaijan's 3,500
industrial enterprises, Petroleum extraction and refining, metallurgy, aluminum
processing, petrochemicals, chemical production are located in the city and its
sattelites. Consumer goods production consists of food processing, textiles, and wine
production. Baku is also strong in services including banks, hotels & restaurants and
logistics. Sumgayit (3" largest city and Baku’s satellite) production centers on chemical
and petrochemical production,
textiles, and aluminum smelting;

Some useful macroeconomic indicators:

GDP in 2005 12.5 billion USD Ganja is the home to an aluminum
Annual growth 26.4% refinery and also specializes in
textiles, machine building and
GDP per capita as of 1 January, 2006 1,517 USD metallurgy.
Annual growth 23.9%

The effect of the early 1990's
economic decline has also been
Investments in 2005 6.3 billion USD evident in agriculture - a critically
important sector in Azerbaijan,
employing about 35% of the labor.

Inflation in 2005 9.6%
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Cotton is Azerbaijan's leading crop, together with grape (for wine production), fruits,
vegetables, and tobacco.

The country is the regional leader not only in
the overall economic growth but in direct Share in GDP by sectors (Jan-Nov 2005):
foreign investment attraction as well. The

2005 UNCTAD Trade & Investment - industry 47-3% of GDP
publication quotes Azerbaijan as the No 1 - agriculture 9.3%
- construction 10%

globally as per the FDI Inflow Performance

.. . . . . - transport 5.8%
Indgx. Azerbauan Is also in top 20 in equﬂy - communication 23%
capital attraction in absolute terms. This is - wholesale and retail 7.4%
mainly due to the favorable environment - social services 10.5%
created in the lead sector of the economy i.e. - taxes 7.8%

the oil & gas industry. It had been opened for
the international business in 1994. Since then a number of international contracts for the
oil and gas fields were signed with the principal oil businesses such as BP, Statoail,
Total, Exxon, Itochu, Lukoil and others.

The "jewel in the crown" of the economy is the Baku-Tbilisi-Ceyhan oil pipeline
connecting the Caspian offshore fields with the Mediterranean Turkish port. It is taking
crude from the ACG (Azeri, Chirag, Guneshli) project led by British Petroleum. The
pipeline is ready and being filled with crude to be sold at the Turkish port of Jeyhan. The
transport capacity of the pipe is over 1 million barrel a day. Azerbaijan adopted the
policy of construction of a network of oil & gas pipelines throughout the region to
promote international cooperation and trade. The oil & gas projects are to bring
substantial cash inflow in the country from the year 2006 onwards.

Notwithstanding this apparently bright prospective the government of the country took a
number of steps aimed at the reduction of the country's dependency on the oil revenues
and evasion of the so called "Dutch decease". The State Oil Fund, a transparent state
agency under public scrutiny is accumulating the oil revenues from the international
contracts thus preventing possible Azeri Manat deflation which would potentially be
damaging for the local manufacturers and export as well as other possible negative
economic trends. The regional development and non-oil economy development
strategies aimed at the diversification of the economy are also carried out.

The main source countries of FDI for Azerbaijan are currently the United States, UK and
Turkey. The cumulative FDI in the year 2004 amounted for circa 4.800 min USD. The
country received 4.162 min USD FDI in 2005. Foreign direct investments outside the oil
& gas sector currently are mainly in construction, services, transport, telecom and
manufacturing.

Azerbaijan is consistently expanding its Chart. Azerbaijani foreign trade
international trade capacities as well
(see chart). This was achieved mainly
due to two factors: export of ever
increasing amounts of Azerbaijani crude
and oil products and the expanding
internal market which resulted in rise in
import of manufacturing equipment and o
consumer goods in the country. At the P
moment EU is the main export

10000
8000 -
6000
4000 _—

min. USD

2000 —_—
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destination for Azerbaijan, with Russia and CIS countries remaining the main source of
import.

The country's domestic product is largely contributed by private business. Its share
constituted 76% of GDP in 2005. This is the result of several stages of privatization of
the formerly state owned property and development of new privately owned industries.
However, a number of key segments of the economy are still state controlled. Many of
them are now "open for privatization" by the Presidential Decrees which creates
additional investment opportunities. The government uses several methods of
privatization with the most popular being the acquisition by a "strategic investor" or via
"investment tender".

The Government also uses the "management contract” system for the transfer of the
state owned enterprises into private hands. For example, electricity distribution network
of Baku was transferred into management by a private foreign company.

Azerbaijan has one of the lowest external debt / GDP ratios in the region and a sound
financial system. The National Bank has been pursuing the "stable manat" (local

Chart. Private share in GDP currency) policy consistently for last 10

years with the annual inflation not

80 exceeding one digit figure. The fiscal

60 system is further characterized by a very

g 20 : low deficit of state budget not exceeding
20 1% of GDP in 2005.

’ 1995'1996'1997'1998'1999'2000'2001'2002'2003'2004'2005 For more Informatlon on Current trends In

the Azerbaijani economy please refer to

the website of the Ministry of Economic
Development at www.economy.gov.az and the AZPROMO resource www.azpromo.org
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2 BUSINESS CLIMATE
2.1 Business conduct framework and FDI regime

The Republic of Azerbaijan is the leading FDI destination in the region. In the last
decade the total FDI stock in Azerbaijan exceeded 25 bin USD. Azerbaijan has
achieved gradual improvement in the overall legal framework for the investment
activities in the country for last several years with a number of practical regulations
liberalizing conduct of business and reducing red tape obstacles. It carried out a
revolutionary legal reform several years ago with adoption of new Tax code, Civil and
Civil Procedure Codes, Land Code, Labor Code, Customs Code, Foreign Exchange
Law as well as Law on International Arbitration made the system a way more
transparent and friendly for local and foreign businesses.

The Government managed to open up economy for the international business and
introduce investments friendly laws and regulations. Generally, the Azerbaijani
legislation establishes a very permissive national regime for FDI (which means that FDI
are welcome in any sectors where the local investor is allowed to invest). Such regime
also basically exists for the privatization of the state owned property. There are no
special permissions or specific registration requirements for foreign investment. The
licensing was substantially simplified with foreign investors' interest in mind.

As of now a foreign investor in Azerbaijan enjoys a non-discrimination regime. The
major economic policies are FDI element inclusive. E.g. the Government lifted
limitations for foreign participation in the banking sector. Privatization process is open
for foreign investors as well. Few sector based restrictions for FDI are limited to national
security related.

The major factors that turned Azerbaijan into a leading FDI destination and provide for
justification to do business here are:

- Abundant resources

Azerbaijan is rich in mineral and climatic resources. The Caspian Sea oil & gas reserves
are one of the major deposits globally. Azerbaijani proper has also substantial explored
deposits of precious metals (including gold and silver), ferrous and non-ferrous metals,
various construction raw materials deposits etc.

One of the major resources the country has is its natural diversity. Despite relatively
small size the Azerbaijani territory due to complex terrain and geography has a number
of distinct climatic zones: from humid subtropical climate to semi-arctic. This creates
unique opportunities in agriculture and tourism.

- Favorable location

Azerbaijan is located on the very south-eastern border of the European continent and
serves as the natural bridge between Europe and Central Asia as well as it is the most
convenient route from the north-east of Europe to the Middle East. The country is the
logistics hub for the Caspian region. Excellent infrastructure of Baku (including largest
regional sea and air terminal) is the best choice for any business entering the markets
of the Caspian Sea region.
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- Competitive cost of production

Azerbaijan has long lasting industrial and trade traditions. The industrial revolution has
taken place here in the late XIX century due to expanding and advanced oil production
and processing sector. Further industrial development led to growing R&D base. A large
R&D centre, Academia of Sciences with circa 7,000 researches exists in Azerbaijan in
parallel with a number of universities and colleges.

The country is rich in engineering skills yet the wages are still very competitive.
Azerbaijani government’s policies in respect of utilities tariffs are manufacturer friendly.

- FDI friendly laws

Azerbaijani legislation is evolving in accordance with the strategic goal of the
Government which implements the "welcoming policy" for foreign businesses.

Foreign investments are protected by certain guarantees provided by the government
and legislation, including:

I. Guarantee against deterioration of legislation - the general rule is that legislation in
force at time of making an investment continues to apply for subsequent 10 years;

[I. Guarantee against nationalization and requisition - foreign investments are not
subject to nationalization (except in cases of harm to population and state) and
requisition (except in cases of natural disaster, epidemics, accidents, emergencies).
Foreign investors are guaranteed immediate, adequate and effective compensation in
case of nationalization and requisition. Compensation should be commensurate to the
amount of the investment at time of nationalization or requisition, payable in foreign
currency and may be freely transferred abroad;

lll. Guarantee of compensation of damages - foreign investors are entitled to
compensation of damages, including lost profits, incurred as a result of unlawful acts of
state authorities;

IV. Guarantee of repatriation of profits - foreign investors are entitled to repatriate profits
derived from foreign investments subject to payment of applicable taxes and duties.

The new Foreign Investment Bill that is being discussed in the Parliament at
the moment is expected to reinforce the above guarantees as well as to introduce new
legal instruments to protect foreign businesses.

The Government will continue the policy of support to industries with the domination of
privately held enterprises including those owned by foreigners.

There are no general trade barriers or prohibitions for import of any types of goods in
Azerbaijan and a minimum non trade barriers level for international trade exists. The
country is not a member of WTO yet, though the Government started the accession
process. The export is not subject to any customs duties and restrictions.
Regulations exist for the export of strategic commodities such as electricity, petrol,
cotton and non-ferrous metals.
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A foreign investor is particularly welcome to enter the Azerbaijani market with a so
called green field project. This is particularly attractive bearing in mind the regional
markets and the geographic location of the country as the transportation hub for the
Caspian region and Central Asia.

The Government has introduced a number of initiatives recently aimed at the
improvement of the dialogue with the business community. Apart from the usual ways of
policy lobbying and communication with the government via its ministries and agencies
the avenues exist for a foreign investor to deliver the messages via such structures as
the Azerbaijan Export & Investment Promotion Foundation (AZPROMO) aimed at the
promotion of export & investment mainly in the non-oil sector (for more information
please refer to www.azpromo.orq ).

Steps aimed at the simplification of the process of business start up were undertaken
recently. Azerbaijani legislation is permissive in respect of expatriate staff employment.

Other substantial comparative advantages of doing business in Azerbaijan include such
important factors as macroeconomic stability and political predictability and Baku being
the only metropolitan and capital on the Caspian Sea.

Pursuant to the 1992 Foreign Investment Law in force, foreign investment, may take
any of the following forms:

. Participation in enterprises and organizations established with legal entities and
citizens of the Republic of Azerbaijan on a shared basis;

» Establishment of enterprises wholly-owned by foreign investors;

* Purchase of enterprises, property, buildings, structures, shares in enterprises, other
shares, bonds, securities, and certain other property, which, under the law of the
Republic of Azerbaijan, may be owned by foreign investors;

. Acquisition of rights to use land and other natural resources, and also other
proprietary rights; and

. Conclusion of agreements with legal entities and citizens of the Republic of
Azerbaijan providing for other forms of foreign investments.

Enterprises with foreign investment include joint ventures, enterprises wholly-owned by
foreign investors, and representations (offices and branches) of foreign legal entities.

Bilateral Investment Treaties. Azerbaijan has 26 bilateral treaties on the mutual
protection of investments. Several more treaties are currently being negotiated.
Azerbaijan is also a party to a number of multilateral treaties concerning foreign
investment. Please see ANNEX 1 for the list of bilateral treaties on the encouragement
and protection of investments.

2.2 Company Incorporation
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A company may start operations in Azerbaijan from the moment of state registration.
Currently, registration authorities are carried out by the Ministry of Justice of the
Republic of Azerbaijan.

Without a formal registration with the relevant authorities, such as the Ministry of
Justice, the Tax Authorities, the State Statistics Committee and others, a company may
not maintain a bank account, clear goods through customs, etc..

There are few forms in which a legal entity / company can be incorporated in
Azerbaijan. There are no specific rules for the incorporation of companies by foreigners
apart from usual legalization and translation requirements. Foreign business normally
chooses between opening a representative office/branch and registering a local
company.

The Law on State Registration of Legal Entities and State Register sets out the
requirements of the legal registration process.

One may start his own business in Azerbaijan with 100% foreign investment or form a
joint venture with a local partner. There are no specific requirements for the size of
share or legal limitations for the foreign element in a company and investment. There
are no additional general business licenses or permissions apart from general business
registration for the start up.

Certain but limited number of documents is required for submission to the Ministry of
Justice for registration purposes (for foreign participants / shareholders, these
documents include, inter alia, extract from the companies' register, constituent
documents, decision on foundation of a company). Azerbaijan has recently acceded to
the Hague Convention Abolishing the Requirement of Legalization for Foreign Public
Documents and legalization requirement ceased to exist in respect of documents
produced and executed abroad in the convention member countries.

The new Law On State Registration of Legal Entities and State Register determined the
timeframe of the entire process. The basic term for state registration is set at 5 working
days. In case of failure of the Ministry of Justice to issue a certificate of registration
within the statutorily prescribed term or to issue a letter refusing registration, a company
shall be considered registered, in which case the Ministry of Justice is obliged to issue a
registration certificate within the following 10 business days.

The state register of legal entities includes general information on a legal entity and
founders of a legal entity. Any interested party is entitled to request extract from a
register and copies of documents submitted for registration.

The state duty for registration of a local company is around 12 USD, and that in respect
of branches / representative offices of foreign legal entities is around 290 USD.

Azeri law generally recognizes the following types of commercial legal entities
(commercial legal entities are defined as those operating for profit):

| General partnership

[I' Limited partnership

[l Limited liability company ("LLC")

IV Joint-stock company (open type and close type)
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LLCs and joint stock companies are most popular choices of legal entities. Please see
ANNEX 1 for a brief comparative analysis of these two types of legal entities.

Joint Stock Companies. A JSC is a legal entity with charter capital divided into a
certain number of shares. JSC shareholders are liable for the obligations of the JSC
only to the extent of their shares' par value. A single individual or legal entity may be the
founder or the shareholder of a JSC. The charter capital of a JSC is divided into a fixed
number of shares of a stated par value. A JSC has a Board of Directors comprising at
least three individuals who are either shareholders or independent directors. The
Supervisory Board is mandatory for JSCs with more than 50 shareholders. General
Meeting of Shareholders (GMS) is the supreme body in JSC.

General Partnership ("GP"). A general partnership is a legal entity comprised of at
least two individuals and/or legal entities. An individual may participate in the creation of
a GP only it such individual is registered as an entrepreneur. Individuals and/or legal
entities may only participate in one GP. General partners are jointly subject to the
partnership's liabilities. To the extent that the partnership does not have sufficient
assets to cover its obligations, the partners are then personally liable for such
obligations.

Limited Partnership. A limited partnership ("LP") has one or more general partners
and one or more limited partners, General partners are personally liable for the
partnership's obligations. Limited partners' liability is limited to the amount of their
contributions. A person may only participate as a general partner in one LP. Similarly, a
partner of a GP may not participate as a general partner in a LP.

Limited Liability Company. A limited liability company ("LLC") is an entity established
by one or more individuals and/or legal entities contributing their participatory interests
to the charter capital. A LLC having only one participant may not be a sole participant of
another LLC or any other company. The participants of a LLC are normally liable only to
the extent of their contributions. A LLC is not normally responsible for the obligations of
its participants to third parties.

Additional Liability Company. An additional liability company (*ALC”) is an entity
established by one or more individuals and/or legal entities contributing their shares to
the charter capital. The legal structure of an ALC is similar to a LLC, except that the
participants in an ALC may assume liability for the company in excess of their
contributions, as regulated by the charter.

Cooperative (Kooperativ, a concept close to a Building Society). A Cooperative is a
voluntary union of at least five individuals and/or legal entities, for the purpose of
satisfying needs of its members through the consolidation of their financial or in kind
resources. Depending on the purpose of their activity, cooperatives may be of different
kinds, such as consumer or housing cooperatives.

Non-Commercial Organizations. An Azerbaijani non-commercial or not-for-profit
organization is an entity created to engage in various social and economic activities, not
related to the generation of profit and distribution of such profit to its equity holders.
Since an Azerbaijani nhon-commercial organization is treated as a legal entity, it may
own property, enter into contracts, acquire ownership and intellectual property rights,
incur obligations in its own name, maintain an independent balance sheet, maintain
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settlement and other bank accounts, and act as a claimant and defendant in courts and
arbitration. Azerbaijani non-commercial organizations are presumed to engage in non-
commercial activities.

Under the Civil Code, non-commercial organizations may be created in any of the
following forms: public association, foundation and union of legal entities. Other forms
permitted include federations, schools, universities and clubs.

Public Associations. A public association is a voluntary, not-for-profit organization
created by its members to engage in activities in their mutual interest. Azerbaijani law
authorizes both individual and corporate membership in public associations. A member
in a public organization loses any ownership or other rights to property transferred to the
public association, including their membership contributions. Members of the public
association are not responsible for its obligations and, likewise, the public association is
not responsible for the obligations of its members.

In the event of the liquidation of a public association, any property remaining after
liquidation is allocated for the purposes specified in the charter. If this is not possible,
such property is remitted to the state budget.

Foundations. A foundation is a not-for-profit organization created by individuals and/or
legal entities to engage in public, charitable, educational and other kinds of social
activities. Since an Azerbaijani foundation is not subject to a minimum requirement for
the number of founders, it may be created by one individual or legal entity. Moreover,
they are not based on membership, i.e. the founders do not become its members. A
foundation’s founders are not responsible for its obligations. Likewise, a foundation is
not responsible for the obligations of its founders.

Unions of Legal Entities. A union of legal entities is created by business or non-
commercial entities to provide for the cooperation and coordination of their
entrepreneurial or non-commercial activities, representation, and the protection of their
common interests. A union is not responsible for the obligations of its corporate
members. Corporate members, however, are responsible for the union.s obligations to
the extent provided under the union’s charter.

Subsidiaries. A legal entity, whether or not established in Azerbaijan, may form a
subsidiary in Azerbaijan in one of the three legal forms available for commercial
purposes, i.e. a JSC, a LLC, or an ALC. A subsidiary is a separate and distinct legal
entity; the parent enterprise may contribute property to its subsidiary but, typically, is not
liable for the obligations of the subsidiary. A parent company, however, may be held
liable for the obligations of its subsidiary in bankruptcy if such bankruptcy was caused
through the fault of the parent company in connection with the execution of its
instructions. Additionally, a parent company and its subsidiary are jointly liable for
obligations incurred by the latter as a direct result of the implementation of instructions
of the former, even if the former is not in bankruptcy.

2.3 Acquisition & ownership of land and property
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A revolutionary land reform was implemented in Azerbaijan in the 90-s of XX century.
The country was one of the first among the former USSR republics to introduce private
ownership of land as well as free trade and transfer of titles to land and distributed the
large portion of land to the population. A lot of formerly state owned real estate was also
either sold or distributed to population and businesses.

Azerbaijani law provides for the following basic rights in land: (I) ownership; (Il) lease;
(Il1) use. The real estate in the Azerbaijani legislation is best matching the term
"immovable property”. Further to recent adoption of the Law On State Register of
Immovable Property, creation of rights in property (ownership and other rights),
transfers and termination of rights are subject to state registration with the register of
immovable property.

The Law recognizes registration of the rights in immovable property carried out by
various state authorities prior to the date of the law and provides for data transfer to the
Register from various state authorities engaged in registration of rights in immovable
property in the past. The Register in accordance to the Law will be available to a limited
list of persons entitled to receive information on data maintained in the Register. As a
general rule, registration of property rights over immovable property shall be
accomplished within 20 days.

The Law contains special provisions in respect of registration of certain rights in
immovable property:

Ownership and other property rights regarding unfinished construction of immovable
property can be registered in advance.

Property right regarding individual apartments in unfinished buildings or non-
residential properties and mortgages thereon can also be registered in advance.

In the event immovable property is leased or given for use for a period exceeding 11
months, such right shall be registered by either party of a lease or use agreement.

The concept of ownership in Azerbaijan includes rights to exercise possession, right to
use/benefit and the right to dispose of the land (transfer ownership or other rights in
land to third parties). It should be noted that ownership right in land is a privilege of (1)
the Republic of Azerbaijan, (II) municipalities, and (lll) Azeri individuals and legal
entities. Foreigners (individuals and legal entities) and stateless individuals cannot own
land in Azerbaijan. Foreigners who acquired ownership rights in land through general
legal procedures such as enforcement of security interest, grant or succession shall
dispose of their ownership within one year; otherwise the land shall be acquired by the
state or relevant municipality. International organizations, foreign legal entities and
foreign citizens and states may lease land in Azerbaijan, although they may not own
land and may not be granted a purchase option on a lease. There is no legal limitation
for ownership of buildings, constructions etc. by foreign individuals and legal subjects.

Certain categories of land plots are in the exclusive ownership of the state or
municipalities, and may only be leased by or granted for the use of private persons.
Individuals may own land within the limits established by law.

In addition to ownership, the Land Code recognizes perpetual and temporary land use
rights, lease rights and easements.
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Temporary land use right is granted for up to 99 years and may be extended by the
parties. A perpetual land use right is granted for an indefinite period. The holder of such
rights is liable only for the land tax for the land use. Perpetual and temporary land use
rights are granted by the state and municipalities only in exceptional circumstances to a
limited number of persons listed in the Land Code. Landowners may grant perpetual or
temporary land use rights under an agreement with the land user. Land use terms are
defined by an agreement between the landowner and the land user.

Land lease is the use of land for a definite period, for a charge. Leases are concluded
for a period agreed by the parties. Rent payments for the lease of privately held land
parcels are freely negotiable. Rent payments for state or municipally owned land
parcels are determined according to market conditions, but cannot be less than
specified statutory rents. With regard to agricultural land, discounts from statutory rents
are available depending on market conditions in the agricultural sector.

2.4 Obtaining licenses

A license is granted without discrimination to any entity that satisfies the requirements
for that specific license. Thus (with certain exceptions), foreign investors may obtain
licenses under the same conditions and in with the same procedure as Azerbaijani
nationals. Normally, a licensee may not transfer a license to another legal entity or
individual.

Licensing in Azerbaijan is regulated by the presidential decrees and orders of the
Cabinet of Ministers of the Republic of Azerbaijan. The Ministry of Economic
Development is the government agency entrusted to exercise overall control in the field
of licensing and to maintain a single register of licenses.

Regulations on procedures for the licensing of specific types of activities are generally
issued by the Cabinet of Ministers. An applicant is required to submit all documents
specified in the regulations and pay the required fee, upon which (subject to the
application meeting all requirements) a license is issued within 15 days. The basic term
of any license is five years.

e . _ As per Azerbaijani law: License is
Azerbaijani licensing system was reformed in 2002. | an official record permitting

As a result the number of business activities requiring | relevant types of entrepreneurial
a license went down to 30. The application, paper | activities to a legal person, as well
processing and regulating bodies were defined and | as to a natural person engaged in

the overall procedure streamlined. entrepreneurial activities without
creation of a legal person,

irrespective of its organizational

As the result of the reform the licensing system in
and legal form.

Azerbaijan was liberalised. Licensing differs from the
permitting procedure related to special “hazardous”
activities such arm trade or nuclear materials storage. In Azerbaijani terms this type of
permits is called “special licenses”.

A person who wishes to obtain a license to carry out specified entrepreneurial activity
should either create a legal person or register as an entrepreneur, i.e. become an
“individual businessman”.
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In the ANNEX 2 you may see the list of business activities requiring a license. No other
business activities require special permits as of the date the publication went to press.

The list of documents required for obtaining a permit is limited. No other documents can
be requested from a business to get the license.

2.5 Hiring & Firing

Labor relations governing the employment of all workers and employees in the Republic
of Azerbaijan are regulated by the Labor Code, effective 1 July 1999 (the Labor Code),
together with other laws issued pursuant to the Labor Code.

The main legislative act regulating labor issues is the Labor Code adopted in 1999 that
codified the legislative acts adopted in the early years of independence and number of
lower tier normative legal acts that expand certain provisions of the Labor Code.

A standard working week is 40 hours. Overtimes and work during days-off (which are
Saturdays, Sundays, public holidays and a mourning day) are compensated in the
manner provided for in law.

Employment relations are established by virtue of execution of an employment contract,
which is made without a fixed term in most cases. In limited cases (such as seasonal
nature of work, work under a fixed term project or assignment, agreement of employer
and employee) employment contract can be made for a fixed term. Probation period of
up to 3 months is allowed in most cases and the contract can be terminated by either
party upon giving a 3-day notice.

Fixed-term contract will be deemed to be extended unless terminated by a notice within
7 days of the expiration of the original term of the contract.

A contract without a fixed term can be terminated by employer in cases specified such
as gross violation of labor duties by an employee, redundancies, determination of an
employee's qualification as inadequate for performance of his duties, change of labor
conditions etc.

An employer is under a duty to give a termination notice. The general term of such a
notice is 2 months (e.g. redundancies). However, certain exclusions are available (e.g.
in case of gross violation of labor duties). An employee can terminate a contract at any
time upon giving a 1-month notice. In certain cases when employment is terminated by
the employer, the employer shall allocate to an employee a fixed number of days in a
working week to allow an employee look for a different workplace.

Termination of employment with certain categories of employees (e.g. pregnant women,
women with children below 3 years of age) is prohibited.

In cases of termination of employment due to redundancy, termination of work place or
liquidation of an enterprise employer shall pay to the employee severance payment,
which may total to up to three months of employee's salary.

Generally, legal entities are required to make monthly social insurance contributions in
the amount of 22% of the salary fund of its employees. Legal entities are also under an
obligation to withhold employees' social insurance contribution in the amount of 3% of
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employees' gross salaries and transfer same on behalf of the employees to the State
Social Fund.

Individual entrepreneurs are, generally, required to pay social insurance contributions in
the amount of 20% of the average statistical monthly salary for the previous year.
Different rates are provided for certain categories of individual entrepreneurs (such as
auditors, private notaries, auditors, accountants etc.)

Azeri law also provides for obligatory medical insurance procured by employers.
Compensation in Foreign Currency

All salaries paid in Azerbaijan must be paid in manats.

Probationary Period

To have force in law, a probationary period can be stated in an employment contract
and may not exceed three months.

Minimum Wage

Employee remuneration may not be lower than the minimum monthly wage, currently
150,000 manats (approximately US$ 33) per month.

Work Week

The regular work week is 40 hours, reduced for certain groups of people. Overtime is,
as a rule, not enforceable unless necessary for state defense, public safety, ensuring
the supply of public utilities, and in certain other situations. The duration of overtime
work may not exceed a certain limit established by the Labor Code. For each hour of
overtime work, an employee must be compensated at a rate at least twice his or her
normal hourly rate.

Holidays

Employees are entitled to 17 official public days off, 16 of which are public holidays and
one is a day of mourning. The minimum paid annual leave is 21 calendar days, more for
certain groups of employees.

Sick Leave

Except for the first 14 days of any absence, compensation for sick leave is provided by
the State Social Protection Fund, not the employer.

Maternity Leave
Women are entitled to be paid maternity leave for 70 calendar days prior to and 56 days

(70 in certain cases) after the birth of a child. Maternity pay is provided by the State
Social Protection Fund.

Dismissal
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Grounds for dismissal include, among other things: staff redundancy; employee’s lack of
ability to perform required employment duties; and violation of employment duties as
determined by the employment contract. There are certain restrictions covering the
dismissal of certain categories of employees. In certain cases an employer is required
to report an employee’s dismissal to the appropriate state authorities.

Cost of Employment

Employers are required to pay social security contributions (see Section 6.3.8 above) on
behalf of their employees.

Income Tax

The employer is obliged to withhold income taxes for its employees and certain social
contributions.

Foreign Workers in Azerbaijan

Foreign employees who are employed by enterprises (affiliates or representative
offices) operating in Azerbaijan are subject to Azerbaijani labor law, except for those
working in enterprises, branches or representative offices located in Azerbaijan under
employment contracts concluded in the foreign state where the employer is located.

Foreign nationals wishing to work in Azerbaijan are required to register at their place of
residence and obtain a work permit. Work permits are issued by the Ministry of Labor
and Social Protection. Heads of representative offices and branches of foreign legal
entities (and their deputies) are not required to obtain a work permit in Azerbaijan.

2.6 Foreign trade regulation

Azerbaijan has started negotiations with WTO on accession to the organization. The
government has undertaken a number of steps to liberalize foreign trade. As of end
2005 the weighted average import tariff in Azerbaijan was 5.7 % i.e. a way below the
international average. Import and export is one of the most rapidly developing business
segment in Azerbaijan.

Azerbaijan is developing trade relations with a number of countries. In 2004 there were
trade operations with more than 100 partners. European Union remained the major
destination for export of Azerbaijani goods. Russia and CIS are the major importers.

The main export commodities are oil and petrochemicals, a/c products. The import
includes machinery and luxury goods, constructions materials etc.

Azeri law recognizes several customs regimes applicable to goods imported in
Azerbaijan, of which most important to foreign investors being transit, customs storage,
bonded warehouse, temporary import, processing on and outside customs territories.

Imports and Exports by countries in 2005 (mIn US dollars)
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Import Export
Total min US$ ratio. % Total min US$ ratio. %

4200,4 100.0 4346,9 100.0
Russia 717.1 17.07 Italy 1315.7 30.27
Singapore 384.7 9.163 France 406.6 9.35
UK 383.6 9.13 Russia 285.4 6.56
Turkey 312.3 7.44 Turkey 276.0 6.35
Germany 255.3 6.08 Turkmenistan | 273.6 6.29
Turkmenistan | 242.5 5.77 Georgia 208.4 4.80
Ukraine 223.3 5.32 Israel 195.1 4.49
China 173.7 4.13 Croatia 176.9 4.07
Netherlands | 160.2 3.81 Iran 166.5 3.83
USA 141.0 3.36 Singapore 123.1 2.83

In case of temporary import, no duties are applied and the goods must be re-exported
from Azerbaijan until the deadline established by the customs authorities. The goods
brought under the temporary import regime should be re-exported without substantial
changes in their nature.

Import of goods into Azerbaijan is subject to imposition of imports duties (ad valorem
duties ranging from 0% to 15%, per unit duties, duties per metric units).

Excise tax applies to certain types of goods (e.g. tobacco and alcohol products).
Azerbaijan adopted “destination VAT” principle and VAT (currently set at 18%) is
payable (subject, of course, to applicable customs regime) on the declared value of
goods (including assessed import duties and excise tax). Certain categories and types
of goods are import exempt and to some others 0% VAT applies.

0.15% customs clearance fee is applicable to all imports/exports with certain minor
exceptions.

Exports are exempt from customs duties, except for certain types of metals and metal
products.

Under PSA regime, contractors, its agents and sub-contractors are entitled to import
and re-export from Azerbaijan free from import duties and restriction goods employed
for hydrocarbon activities. Imports under PSA regime are subject to zero rate VAT.
Similar regime applies under HGAs.

Another important development worth mentioning is a number of regional trade
initiatives including Central Asia - Caucasus - Europe transport corridor (TRACECA)
and Russia-Azerbaijan-lran transport corridor (North-South Transport Corridor). The
projects are directed at stimulation of international trade along the above routes via
synchronization of trade policies and tariffs, upgrade of infrastructure, simplification of
customs procedures etc. The impact of the above initiatives on international trade of
Azerbaijan and on its status of a regional transportation hub is substantial.

2.7 Currency regulation & repatriation of profit

Foreign exchange
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Foreign exchange transactions are governed by the Law on Currency Regulation. The
National Bank of Azerbaijan administers the overall enforcement of currency regulation.
Various aspects of foreign currency regulation also cover precious metals and foreign
securities, among other matters.

Azerbaijan’s currency control legislation distinguishes between “residents” and
“nonresidents”, with more stringent requirements currently applying to residents. The
definition of “resident” includes private individuals having a permanent place of
residence in Azerbaijan and legal entities established in accordance with Azerbaijani
legislation. Branches and representative offices of foreign entities established in
Azerbaijan do not fall within the definition of a resident.

Currency operations are divided into routine currency operations and operations
involving the movement of capital. Routine currency operations include:
e Transfers for payment of goods and services under import/export contracts with a
term of payment not exceeding 180 days;
e Transfers in connection with the financing of export/import transactions with a
term not exceeding 180 days;
e Transfers of dividends, interest, and other income from deposits, investments,
credits and other operations; and
e Non-commercial transfers, for example including transfers of inheritances,
wages, pensions or alimony.

Operations involving the movement of capital are deemed to include all other non
routine currency operations, e.g.:

e Direct investment in entities for the purpose of deriving profit and obtaining
control over the entity;

e Purchase of securities;

e Payments for ownership and other rights to immovable property;

e Import/export transactions under credit terms of more than 180 days;

e Deposits by banks of currency values for more than 180 days; and

e Any other currency operation not deemed as a routine currency operation.

Currency operations involving the movement of capital must be performed in a manner
approved by the NBA. No procedure, however, has been established by the NBA on
this point and, in effect, no licensing of the currency operations involving the movement
of capital is required at present.

Foreign exchange regulations are comparatively less restrictive for non-residents.
Nonresidents are permitted to hold offshore bank accounts without restriction, may
deposit their funds offshore, and are not bound to sell foreign currency proceeds or
submit a report upon withdrawal of foreign currency. Non-resident legal entities may
purchase foreign currency on the domestic foreign currency market for routine currency
operations and in other cases stipulated by legislative acts.

Import/Export of Foreign Currency in Cash by Individuals. Resident and non-
resident individuals are treated equally with regard to the import/export of foreign
currency in cash. There are no limitations on the amount of foreign currency an
individual may bring into Azerbaijan, provided that such amount is declared to the
Azerbaijani customs authorities. Azerbaijani customs authorities are required to issue a



