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1. Background and Methodology.

The overall purpose of this section of the report is to present the resuits of an overall financial and economic
evaluation of the proposed investments to be made in the port of Baku. The main inputs for the analyses
performed in evaluating these are derived from the evaluations and assessments made in the previous
sections. These inputs derived are briefly summarised hereunder. To perform the financial and economic
analyses it has been necessary to make an assessment of additional input factors for the calculation of
expected revenues and costs. The assumptions made and input factors in this respect are described in this
hereunder, too.

The overall macro-economic situation in Azerbaijan is in a state of transition from the command economy of
the former Soviet Union to a modern market economy. As a result of this transition, the costs of the input
factors, some of which are currently maintained at an artificially low level, can be expected to increase to a
more realistic market price level over the forecast period.

Rather than trying to forecast the level of inflation that can be expected and thus the ensuing escalation in
revenues and costs, all figures have been expressed in constant US dollars (USD). All increases in costs
and revenues described in this report are, therefore, real increases.

The port is engaged in several activities other than the cargo handling of dry bulk, neobulk and general
cargoes, such as the operation of an oil terminal and liquid bulk storage activities, operation of the harbour
fleet in the port of Baku, generation of steam for the area surrounding the port as well as several other non-
cargo related activities. The revenues and costs of these activities have not been included as part of this
analysis, since they are not directly concerned with the proposed investments for cargo handling facilities
and equipment of the port.

It should also be noted that the financial and economic impact of the ferry terminal has only been included
to the extent that cargoes to and from the ferry are handled in the cargo terminal of the port. In this
connection it is expected that the port will handle inter-modal containers arriving and departing by rail to and
from the ferry. These containers, which will be transferred between rail cars and terminal trailers and

chassis, will be handled through the CFS container terminal at the port, using the facilities and equipment of
the port.

In this section, the overall feasibility and viability of the port of Baku is view from two different perspectives:

* The financial feasibility and viability perspective, which is primarily concerned with the financial and
cash flow position of the port, to evaluate the investments from a micro-economic point of view in terms
of their profitability and the port's ability to generate a sufficient cash flow to repay the banks and

financial institutions providing funds to rehabilitate and upgrade, reconstruct and acquire facilities and
equipment.

* The economic impact perspective, which evaluates the expected impact of the port activities and the
investments to be made, from a macro-economic point of view in terms of the regional and national
economy of the country.
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2. Basic Assumptions and Inputs

The assumptions made in respect to the inputs to the financial and economic analysis are described
hereunder, both with respect to expected revenues and the various cost factors.

2.1 Revenues

The revenues of the cargo handling operations of the port are generated from two sources:

- Dues and charges assessed on each vessel calling at the port
+ Cargo handling and storage activities in the port

2.1.1 Cargo Forecasts

The expected revenues generated are based on the forecasted cargo flows through the port. The forecasted
cargo flows used in the feasibility analyses are the Most Likely, Optimistic and Pessimistic cargo flow
Scenarios described in Volume 1l of this report.

2.1.2 Operational Assumptions

The cargo flow forecasts as well as the overall operational scheme developed as part of the master plan,
which is described in Volume Il of the report, have been used as an input to evaluate the overall cargo
handling facility and equipment requirements and, thus, the overall investments needed. The operational
assumptions used in the financial analyses are all described in this Volume of the report.

2.1.3 Vessel/Cargo Handling and Storage Charges

In the operational report (Volume Il - Port Master Plan) the number of vessel calls have been calculated. It
should be noted that the number of ship calls have been calculated on the basis of berth occupancy for
either loading or discharge. In actual operation it is recognised that some of the vesseis will either only
discharge or load cargoes, while others will both load and discharge at the port of Baku. For the calculation
of the vessel! dues it is assumed that 50% of the vessels are either loaded or discharged at the port of Baku,
while the remaining 50% of the vessels perform both loading and discharge at the port.

The charges levied on the vessels calling at the port of Baku are composed of a variety of charges, such as
dockage, wharfage, channel dues, light dues etc. The average total charges per véssel in 1996, excluding
the charges for assistance by the harbour fleet, amounted to USD 3,100.-- per ship call. This level of
charges is currently at a similar level to other ports in the Caspian Sea basin. For the purpose of this
analysis it is assumed that these charges will remain at the same level for the forecast period.

In addition to an improvement of the overall efficiency and productivity of the cargo handling operations, the
key competitive tool of the port management to attract cargoes to the port is the setting of the rates for
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cargo handling and storage. The port management has developed a guideline for the setting of the rate and
tariff structure of the port. This guideline is enclosed as Annex | to this report. Based on this guideline and
also taking into consideration the tariffs of the other ports in the Caspian Sea basin, the port management
has developed a new tariff structure to take effect on January 1, 1997. In developing this new tariff,
particular emphasis has been placed on being competitive with the cargo handling rates of the Russian
ports of Makhachkala and Astrakhan. Both of these ports are like Baku located on the rail network
connecting the major industrial centres of Russia and Ukraine with the Caspian Sea ports and, thus,
competing with the port of Baku for the lucrative, high volume transit trades to and from !ranian Caspian
Sea ports. The rate structure currently developed by the management of the port of Baku is set at a level
15% and 20% below these Russian. The rate levels are also evaluated to be at a comparable level to those
of the ports of Turkmenbashi, Turkmenistan, and Aktau, Kazakhstan, and below those of the Iranian ports.
The rates are, also, lower than those of comparable ports elsewhere in the world.

Although the cargo handling rates proposed by the management of the port seem low by international
standards, their level is considered to represent the realistic level that can be achieved given the
competitive situation and cost level in Azerbaijan. For the purpose of the feasibility analysis, these rates
have been used and have been simplified to represent an average rate level for major cargo categories.
The average rates by cargo type proposed by the port management from January 1, 1997, have been used
for the baseline year 2000, while the container handling rates are proposed by the team of consultants,
based on rates in similar ports world wide.

With the investments to be made in improvement and reconstruction the port infrastructure and in the
acquisition of modern cargo handling equipment and with ensuing increases in productivity and efficiency,
the cargo handling rates can rise gradually over the forecast period to a level charged by comparable ports
world wide. The assumption is, therefore, made that the rates will gradually rise until 2015 to a level charged
by European ports, which are considered to be representative for the current competitive rates charged
world wide. This international rate level is used as the basis for the year 2015. Real increases to reach this
level of rates until 2015 are assumed on an annual basis. On this basis the rates used in this analysis are:

Dry bulk cargoes Ton 290 T 8.50
Neobulk cargoes Ton 6.00 16.00
General cargoes Ton 475 17.00
Containers Unit 150.00 200.00
Stuffing and stripping in CFS - 20ft Unit 200.00 400.00
Stuffing and stripping in CFS - 40ft Unit 300.00 600.00

This simplified tariff and rate structure has been combined with the cargo forecast and the cargo handling
calculations developed in the operational assessment in Volume .

2.2. Proposed Investments.

As discussed in Volume Il and Volume IV, a three phased investment plan has been proposed. These
investments are expected to be financed with loans for the European Bank for Reconstruction and
Development (EBRD).
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2.2.1 Brief Overview of the Investment Projects

The investments to be made include rehabilitation and construction of the basic infrastructure of the port as
well as rehabilitation, replacement and acquisition of new cargo handling equipment. The total investments
to be made are presented in Volume Il and can be summarised as follows (figures in million USD):

Berths and quay wall infrastructure, Type | 11.8 - 15.0 14.2
Berths and quay wall infrastructure, Type Il 1.2 - 1.7 0.4
Rehabilitation of cranes 3.6 - 24 -
Rubber tired gantry crane 2.0 2.0 - N.A.
Forklifts 1.4 23 1.2 N.A.
Reach stackers 0.6 0.6 - N.A.
Yard tractors, tug masters, MAFI -trailers, etc. | 0.7 0.3 0.2 N.A.
Total 21.3 5.2 20.5 N.A.

The investments in container handling equipment are scheduled to be acquired in two stages. Stage 1 will
be in the year 2000 coinciding with the completion of the Phase | construction work of the berths and other
infrastructure, while Stage 2 will be made in the year 2002 to cope with the expected increase in container
traffic requiring additional equipment.

As discussed in the operational report Volume Iil, the berthing and cargo handling capacity of the Phase |
upgrading that will under the forecasted cargo volumes of the Most Likely Scenario be reached in the year
2007, requires the expansion of capacity to be completed by that year. Under this scenario, the Phase Il|
investments will not be required in the forecast period up to and including the year 2015. Under the
Pessimistic Scenario on the other hand, the cargo volumes will not exceed the level of capacity made
available by the Phase I investments over the forecast period. The assumptions made are, therefore, that
under the Most Likely Scenario, the Phase | investments will be completed by the year 2000, while the

Phase Il expansion will be operational by the year 2007. Under the pessimistic cargo forecast scenario, only
the Phase | investments will be made.

2.2.2 Financing of the Investments.

EBRD is expected to provide financing for 100% of the total cost of the proposed investments. The terms of
the financing discussed with representatives of the EBRD to be used as the basis for this analysis are:

» Grace period: 3 years
* Term of repayment:
«  Type of loan:

* Interest:

* Front end fee:

+ Commitment fee:

12 years
Annuity with annual payment of interest and instaiments
LIBOR + 1%. LIBOR to be based on 6 months interest period
1% of loan amount
0.5% of unused portion of loan amount granted.

Itis assumed that the port will finance 100% of the project cost on the above terms.
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2.3. Operating Costs

The current accounting system is such that it is difficult to allocate the various cost items between the
various activities of the port. Data and information is, however, available on the major costs and input
factors. To the extent that data has been available, the costs are based on the current cost level and
adjusted for expected developments. When appropriate data has not been available, cost factors based on
those in similar ports and situations world wide have been used

2.3.1 Manpower and Labour Costs - Operational Employees

The expected labour requirements are based on the cargo forecasts and the expected operational efficiency
with new cargo handling equipment as described in Volume Ill. The manning levels expected are as
described in the operational report.

The wages of the operational personnel are assessed, based on a scheduie dependent upon both the length
of service and the type of work performed. The current (December 1996) average monthly pay for an
operational port worker is equivalent to between USD 15 and USD 25. The minimum wage required to
support a family in Baku presently is unofficially estimated to be between USD 150 to USD 200 per month.
As a result, the average Azeri port worker will have to make up the difference between the wages received
from his main place of employment and the cost to support a family from other sources or employment
outside the port.

The operational staff of the port, such as forklift operators, dockers, crane operators etc. shall considered to
be specialised workers with skills that are attractive to employers engaged in similar activities as those of
the port. Presently, several international freight forwarders and other transport operators are establishing
offices, terminals and warehouse facilities in the Baku area. Representatives of European transport and
freight forwarding organisations have indicated that local warehouse personnel hired by them is paid a
minimum of USD 120 to USD 150 per month, while more skilled personnel and professionals (e.g. freight
forwarders, dispatchers, supervisors, foremen etc.) are paid between USD 400 and USD 500 per month.

It cannot be expected that the port of Baku shall be a wage leader in terms of the wages paid to the
operational staff. At the same time it cannot be expected that the current low level of pay can persist in an
environment, where skilled port workers can be expected to be recruited by the increasing number of
international transport organisations establishing themselves with services competing with those of the port.
As a consequence, the port will have to increase the wage levels to that of the competitive local labour
market. The assumption made is, therefore, that the minimum wage leve!l of port operational workers will
have to increase. By the year 2000 it, therefore, should be brought up to this competitive level. In the
following years up to the year 2015 it is assumed that the wage level will be increased to a level similar to
that of other East European transition countries.

2.3.2. Administrative and Management Staff

A plan has been developed for the reorganisation of the management structure and administration of the
port. The proposed organisation structure and staffing requirements are presented in Volume Ill.

The current average monthly salary of the management and administrative staff is similar to those of the
workers, i.e. between USD 15 and USD 25 per month.. As discussed in Section 2.3.1 above, this is
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considerably below the minimum income required to support a family in Baku. As a consequence, also the
management and administrative staff members have to supplement their income from other sources, which
is an untenable situation.

The salaries of skilled administrative and clerical personnel will have to be raised to a minimum level of
approximately USD 450 per month, while the salaries of middle management and supervisory staff will have
to be increased to a level of USD 550 per month. The top management (i.e. operations and port
administrative directors) should be raised to a level of minimum USD 900 per month. Similar to that of the
port workers, the wages of the management and administrative staff will have to be increased to a level
similar to those of other East European transition countries by the year 2015.

The following pay scale has been used in this analysis:

1 Top management 900 5000
2 Middle management 550 3100
3 Foremen, equipment operators, clerical 450 2500
4 Labour A - Specialised workers, dockers | 400 2200
5 Labour B - General port workers 300 1800
6 General labour 200 1500
2.3.3. Taxes

The basic assumptions is that the current tax scheme will continue into the future. Thus, the calculation of
the taxation has been made on the currently levied taxes and tax basis. These taxes are:

+  Value Added Tax (VAT) is assessed on all services at a rate of 20%. In terms of the port, the services
rendered by the entertainment boat and charges assessed between the various departments of the port
are exempt. All revenues presented in the revenue forecast are, however, assumed to be net of VAT.

+  Pension fund and unemployment fund contributions have to made by the port as an employer at a rate
of 35% and 2% respectively, of the wages paid to the employees. These taxes can be deducted for
calculation of taxable profit, and are paid directly to the government.

« Road fund tax has to be paid at a rate of 0.5% of the revenues of the transportation department of the
port. This tax is deductible for the calculation of profit taxes.

+ Land fund tax has to be paid at the rate of 1% of the minimum salary rate for each square meter used
by the port. The current minimum wage rate is Manat 5,500, and the number of square meters, for
which the port has to pay taxes, is 397,300. This tax is deductible for the calculation of profit taxes.

- Transport tax is paid to the government at a rate 5% of the minimum wage rate for the sum of the
horsepower of the engines of the fleet of cars, trucks and buses owned by the port. This tax is
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In addition there are certain taxes deducted from the wages and salaries of the employees and withheld by
the company:

* Income taxes, calculated according to the rules specified by the Ministry of Finance
* Pension fund contributions are deducted at a rate of 1% of the wages and salaries received
+ Trade union fees are deducted at a rate of 1% of the wages and salaries received

2.3.4 Depreciation

The method of depreciation used is straight line depreciation based on a percentage rate of the original cost
of the asset. The depreciation rates used stem form the former Soviet Union and are described in a major
book encompassing virtually all thinkable and unthinkabie assets. The general rule is, however, that the
time for depreciation is considerably longer than the expected economic or technical life of the object to be
depreciated. Another factor is that the existing assets are grossly undervalued. As a result, the overall
profitability of the port with the current book values of the fixed assets will be overstated. As a consequence,
the taxable profit will be too high, increasing the effective rate of taxation. As an illustration, the total fixed
assets of the port are depreciated, based on an original value of USD 1,547,500 (July 1996), and the
average annual rate, depreciation of all the assets is 4.876%.

It is considered outside the scope of this project to assess the real, current market value of the existing
assets of the port, to make an assessment of the real economically and technically correct depreciation in
order to assess the real profitability of the port. Such a calculation is, furthermore, not considered to have an
impact the overall assessment of the financial viability and feasibility of the planned investments to be
made. The current average rate of depreciation of 4.876% of the original value of the assets have therefore
been used for the existing assets. This rate has also been applied for tax depreciation of new investments.

For the new investments to be made, however, an assessment has been made as to the technical and
economic life span of the assets in order to depreciate these at a realistic level. The technical and economic
depreciation rates used in the analysis are as follows:

AssetType EH o Depreéiatio'r‘x/Y_eéa"r.sv
Berths and quay wall infrastructure, Type | 25

Berths and quay wall infrastructure, Type Il 15

Mobile and gantry cranes 15

Forklifts and reach stackers 8

Yard tractors, tugmasters, MAFI-trailers etc. 7

Itis furthermore assumed that the equipment will be fully replaced by the time it is fully depreciated at the
same cost (in real terms) as its original cost of acquisition. These investments are assumed to be made with
funds accumulated by the port.
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2.3.5 Maintenance

The assessment of the maintenance costs have been divided into two:

* Maintenance of the existing assets
* Maintenance of new facilities and equipment

The maintenance charges of the existing assets have been assessed based on the historical costs adjusted
for expected increased maintenance requirements of assets not rehabilitated or renewed. A charge of 5% of
the book value is assumed.

The maintenance charges for the new facilities and equipment has been assessed based on the overall
maintenance experience of ports world wide. The annual maintenance requirements are based on the
overall investments at the following rates:

Berths and quay wall infrastructure 1
Buildings, Utilities and other infrastructure 4
Mobile cranes, reach stackers, forklifts etc. 10
Gantry cranes 6
Yard tractors, tugmasters, MAFi-trailers etc. 4

2.3.6. Utility and Electricity Costs

The key input in this respect is electricity. The current charge paid is USD 0.035 per kWh, a level which in
real terms is expected to remain for the forecast period. The consumption of electricity is based on the
assessment made in the operations report according to the cargo volumes to be handled. In Phase | it is
assessed that twelve cranes will be required and will be rehabilitated and upgraded, while in Phase Il an
additional eight cranes will be required. These cranes have an overall average consumption of 400 kW per
hour and an average of 2,160 operational hours, are expected to be required per crane. The total
consumption under the Most Likely Scenario in Phase | is expected to be 10.4 million kWh, while in Phase i
this will increase to 17.3 million kWh.

2.3.7 Fuel Costs and Consumption

The average cost of diesel fuel is currently USD 0.13 per litre, and this cost is assumed to remain stable in
real terms throughout the period. The fuel consumption is derived from the operatiohs report (Vol. lll) and is
based on the average operating hours of the equipment. The total average consumption is estimated to be
2.7 million litres of diesel per year during Phase 1 with the Most Likely Scenario, while it is expected to
increase to 3.9 million litres in Phase 2.
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2.3.8 Other Costs

All other costs are relatively small and are to a large extent independent of the volume of cargo handled and
new investments made. These costs include communications, office supplies, travel and other
miscellaneous costs and are assumed to be USD 50,000 per year.

2.3.9 Corporate Overheads

The cargo handling operations will have to share in the overall cost of the corporate administration of the
port. These costs are assessed on an annual basis to be USD 418,000. Of these charges, 40% or USD
167,200 will be allocated to cargo operations, while the other operational departments (e.g. the Ferry
Terminal, the Qil Terminal, the Harbour Fleet, the Maritime Administration/Harbour Masters department) will
share the remaining 60% of the corporate overhead costs.

3. Projection of the Feasibility of Investments in
Facilities and Equipment.

In performing the feasibility analyses, the basic assumptions described above have been applied. Using
these inputs, the investment projects are evaluated on two bases:

+ Project investment analysis basis, to evaluate the overall feasibility of the proposed investments the
IRR and NPV of the proposed investments.

+ Financial analysis, to evaluate the after tax profitability and the cash flow implications using the
proposed financing terms and the current taxation scheme existing in Azerbaijan.

These are briefly described below.

3.1 Feasibility Analysis of the Proposed Investments in the General Cargo
Terminal

The purpose of this analysis is to evaluate and assess, if the investments projects are feasible and viable,
independent of the method of financing selected and the tax regime, in which the port will have to operate.
The methodology used for this purpose is to make an assessment of the total revenues and costs on a pre-
tax basis, excluding the depreciation and interest costs of the new investments, to find the net cash flow
from port operations. The viability and feasibility of these investments are then evaluated, based on the
expected internal rate of return (IRR) and the discounted net present value (NPV) of the cash flow expected
to be generated from these projects.

The assets, for which the investments are made, have for the most part an economic and technical life
beyond the year 2015, which is the final year of this analysis. As described in Section 2.3.4, it is furthermore
assumed that reinvestments in assets and equipment are made when these assets have been fully
depreciated. In order to obtain a reasonable assessment of the NPV and the IRR, it is necessary to use a
residual value of the assets at the end of the year 2015. Since it will be difficult, if not impossible, to make
an assessment of the market value of the port assets at that time, the residual value is defined as the
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depreciated book value of the assets (i.e. total investments and reinvestments minus the sum of the
deprecations).

3.1.1 The “Most Likely Scenario”.

Using the cargo flows from the Most Likely Scenario and the assumptions with respect to revenues and
costs described above, an assessment has been made of the overall viability and feasibility of the proposed
investments in the cargo terminals of the port. The detailed results of this analysis is presented as Table I-1
in Annex | of this volume. As shown in this table, the overall cargo operations is expected to be highly
profitable, given the assumptions of the Most Likely Scenario. Some key figures are:

«  The operating margin in the year 2000 is expected to be 43%, declining to 18% in 2007, at which time
when the Phase |l investment in the rehabilitated timber terminal is made. Thereafter, it is expected to
gradually increase to 40% in 2015.

The NPV is as follows: The IRR is

With a 10% discount rate: USD 31.3 million 33%.

With a 15% discount rate: USD 17.0 million

The overall conclusion is that the overall cargo terminal operations are highly profitable.

An analysis was also made under this scenario of the two different operations on this terminal, i.e. the
General Cargo Terminal and the Container Terminal. For this purpose, a distribution of the investments,
revenues and costs were made.

The following assumptions were used:

<  The overall investments in both infrastructure and equipment was divided between the two terminals. Of
the quay walls to be rehabilitated in Phase |, one berth was allocated to container operations, while the
remaining berths will be used by general cargo operations. The entire infrastructure investment in Phase
[l (the timber terminal) was allocated to the General Cargo Terminal. The investments in equipment
were divided between the two terminal based on expected usage.

«  The revenues were distributed, based on the type of operations (i.e. container revenues to the Container
Terminal and dry bulk, neobulk and general cargo revenues plus all ship operations were allocated to

the General Cargo Terminal).

«  The costs of operations and general and administrative costs were allocated based on the expected use
of both manpower and other resources.

The overall results are briefly summarised befow.

The Container Terminal

Since most of the investments in the infrastructure are already made, most of the new investments required
for the proposed Container Terminal will be in equipment. With modern equipment and a new management
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and organisational structure, this terminal is expected to operate with a productivity commensurate with
world standards for similar types of operations. The profitability of this terminal will therefore be high:

+ The operating margin in the year 2000 is expected to be a fully 62%, declining to 32% in the year 2002,
at which time the Stage 2 investments in equipment are made. No further investments other than
replacement of depreciated equipment will be required, and consequently the overall profitability will
increase to an expected level of 47% in the year 2015.

The NPV is as follows: The IRRis

With a 10% discount rate: USD 27.1million 78%.

With a 15% discount rate: USD 17.9 million

The overall conclusion is that the Container Terminal operations is expected to be exceptionally profitable
under the Most Likely Scenario.

The General Cargo Terminal

A major proportion of the investments needed for the upgrading of the existing cranes and equipment and
for the new infrastructure will have to be allocated to this terminal. The cargo handling work on this terminal
is also more labour intensive; as a consequence a major share of the port labour force will be employed by

this terminal. Although it is a profitable operation, it cannot compete with the expected profitability of the
Container Terminal.

+ The operating margin in the year 2000 is expected to be merely 13%, increasing to 26% in 2006. The
Phase |l investments required to upgrade the timber terminal and also to make investments in additional
equipment and the hiring of additional labour are expected to cause losses in the following two years,
after which the profitability is expected to increase and reach 28% in the year 2015.

The NPV is as follows: The IRR is

With a 10% discount rate: USD 0.5 million 10%.
With a 15% discount rate:  USD (-3.3) million

The overall conclusion is that the General Cargo Terminal operations are expected to be profitable, albeit
not at the rate of the Container Terminal.

The two terminals are, however, mutually dependent, and any investments that will be made will benefit
both operations. This analysis underscores, however, the importance that the International Seaport of Baku
of secures the right to operate the container terminal in the Baku area.

3.1.2 The Pessimistic/Low Growth Scenario
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Under this scenario the following assumptions have been changed, compared to those described in Section
2:

. Investments: The lower expected cargo flows will obviate the need for the Phase Il developments, and
the investments in equipment will also be reduced. The Stage 2 of the container terminal development
will furthermore be delayed till the year 2005. The overall investments can to be made can be
summarised as follows:

ype of:Ass
Berths and quay wall infrastructure 11.8 -
Buildings and utilities : 1.2 -
Rehabilitation of cranes 3.6 -
Rubber tired gantry crane 2.0 1.0
Forklift 1.4 0.6
Reach stackers 0.6 0.6
Yard tractors, tugmasters, trailers 0.7 0.2
Total 21.3 2.4

- As a result of the expected reduced cargo flows under this scenario and the lower number of units of
equipment to be operated, the manpower requirements are also reduced. Fuel consumption is also
reduced.

The expected results are presented in Table I-2 in the Annex of this volume and can be summarised as
follows: :

«  While the operating margin will be positive in the initial years (15% in the year 2000, reducing to 4% in
the year 2004) losses can be expected, following the investment in additional equipment and hiring of
additional labour in the year 2000. The negative operating margin is expected to continue till the year
2012, after which the cargo operations will again be profitable.

The NPV is as follows: The IRR s
With a 10% discount rate:  USD (-7.3) million 2%
With a 15% discount rate:  USD (-9.1) million (marginal).

The overall conclusion is that the investment will be marginal, in the event the Pessimistic/Low Growth
Scenario should become a reality.

In the event this scenario should appear likely to occur, reduction of the overall investment in infrastructure,

especially by postponing the rehabilitation of part of the infrastructure, will improve the profitability. For
instance, by reducing the rehabilitation of the quay wall by 150 meter to a length of 400 meter as well as the
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connected infrastructure and terminal area in conjunction with this quay wall, the overall investment to be
completed in the year 2000 can be reduced by USD 1.5 miillion. The expected impact of this action is:

The NPV is as follows: The IRR is

With a 10% discount rate:  USD (-5.9) million 3%.
With a 16% discount rate:  USD (-7.3) million

+ The cumulative cash flow will turn positive in the year 2015 indicating that the investment will be repaid
over the planning period.

As discussed in Section 2 above, the current rate. levels are below those of competing ports by a margin of
15% to 20%. Within a margin of up to 5%, it is expected that minimal loss of cargoes can be expected. If
the situation should occur that, after the decision to invest in the port has been made, the Pessimistic
Scenario becomes a reality, revenues can be increased either by an accelerated action to bring the rate
levels to world standards within a shorter period than envisaged in this analysis or to institute rate increases
of approximately 5%. This action will in conjunction with the reduction in the overall investment described
above increase the IRR to 8% and ensure that the cumulative cash flows will become positive from the year
2011,

3.2 Financial Analysis of the Proposed Investment Projects

The purpose of this analysis is to evaluate the overall financial viability of the operations of the port, based
on the proposed financing scheme and the current tax regime existing in Azerbaijan. The methodology used
is to present the expected revenues and costs including interest payments on the loan, both the actual and
the tax depreciated and the profit taxes to arrive at the expected after tax profit of the port. This is presented
in the form of expected future income statements of the cargo operations of the port. In addition, the
expected net cash flow from the projects with the financing scheme and terms of the loan proposed by the
EBRD is developed.

3.2.1 Financial Analysis of the “Most Likely Scenario”

This analysis has been made with the same basic inputs as described in Section 3.1.1 above. In this
analysis the expected income statement of cargo operations of the port has been evaluated, based on the
financing terms proposed by the EBRD and the tax regime currently in effect in Azerbaijan. The result of this
analysis is presented as Table I-3 in the Annex of this volume and can be summarised as follows:

*  With the exception of the year 2007, during which the Phase Il investments will become operational with
significant increases in manpower, depreciation and maintenance costs, the cargo operations will
achieve solid net profit margins of up to 20%.

* The port will experience positive net annual cash flows of between USD 1.5 million up to USD 8.6
million (2015). The exception is the period from 2007 up to the year 2015. In 2007 and 2008, the

increased manpower, operational and maintenance costs, the interest expenses as a result of the
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commissioning of the Phase Il investment in the renovated timber terminal, plus the renewal of
equipment will place a heavy burden on the overall cash flow. In spite of these investments, the net
cash flow for these years will be at a level of plus minus zero. In the year 2010 the first instalment on the
EBRD loan for Phase Il will fall due at the same time as reinvestments will be required for equipment
acquired as part of the Stage 2 development of the container terminal.

+ The cumulative cash position of the cargo operations of the port will continually be increased and at the
end of the planning period the cargo terminals is expected to have generated an accumulated cash
surplus of USD 42.6 million.

Under this scenario the International Seaport of Baku will have no difficulties in servicing the loans with the
EBRD.

3.2.2 Financial Analysis of the Pessimistic/Low Growth Scenario

The changes to the investments and costs are the same as those described in Section 3.1.2 above. The
difference with the investment analysis is that the interest expenses for the loans and potential profit taxes
have been added to present the expected income statement and the cash position, given the cargo flows of
the Pessimistic/Low Growth Scenario. The results of this analysis is presented as Table -4 in the Annex of
this volume, and can be summarised as follows:

*  With the interest payments on the loan to be taken from EBRD, the cargo operations of the port will
operate at a net loss in the period up to and including the year 2013.

*+  During the first three years, i.e. during the grace period, the net cash flow per year will be bositive. After
that time, the loan instalments combined with net losses cause a negative cash flow, which only turns
positive in the year 2015 after the last instalment on the initial loan will be paid in the year 2014,

* The accumulated cash flow will develop positively for the first three years. By the end of the year 2015,
however, the accumulated cash deficit will have reached an amount is excess of USD 20 mill.

Potential actions and remedies that can be taken are those described and discussed in Section 3.1.2. The
expected results of these actions on the financial situation are as follows:

* The reduction of the initial investment in infrastructure of USD 1.5 million will reduce the annual losses.
The cargo operations will still operate at a loss until and including the year 2013, after which it will be
profitable.

* The accumulated cash deficit will reach its highest level in the year 2014 and is expected to reach USD
19.4 mill. From 2014 onwards, the cash position will gradually improve.

The effect of a five percent increase in vessel dues and cargo handling charges will have the effect of
significantly reducing the losses, and ensure that cargo operations operate at a profit from the year 2013,
even under the Pessimistic/Low Growth Scenario. The maximum cash deficit will- be reached in the year
2014 and will at that time be USD 12.3 mill. Thereafter, it will gradually improve.

In the event the pessimistic scenario should become a reality, it will also be necessary to evaluate the cost
structure with particular emphasis on the manning levels. In addition, the bank, in close co-operation with
the port management, could consider to reschedule and extend the repayment schedule to be more in line
with the economic and technical life of the assets financed. The technical and economic life of infrastructure
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facilities (e.g. quay walls, buildings etc.) is considerably longer than the proposed loan period of 15 years
(three years grace and twelve years for repayment of the principal).

4. Economic Impact Analysis

The purpose of this section is to describe the overall expected economic impact of the cargoes envisaged to
be handled in and through the port of Baku. An economic model developed in the United States has been
used to evaluate the economic impact of port development on the region, in which the port the located, in
terms of the added value in USD to the overall economy of the region and the number of jobs created in the
region, in addition to those directly involved in the operation of the port. The model calculates the value
added to the economy in terms of the multiplier effect of each tonne of cargo of various cargo types, from
economic activity created in the region of the port, based on the cargo flows through the port, and the same
way with the number of jobs created. Examples of value added activities are various transportation services
(trucking, rail etc.), warehousing, miscellaneous port related services (freight forwarding, shipping agents,
various suppliers of goods and services etc.), establishment or relocation of new industries or businesses as
a result of the port etc.

The coefficients used are based on those developed for US ports and port hinterlands. While it is recognised
that the Azeri economy is less developed than that of the United States, the coefficients for economic
impact can nevertheless give an indication of the order of magnitude, the impact of the proposed
investments and the resultant expected increased cargo flows will have on the regional and national
economy of Azerbaijan.

4.1 Overall Economic Impact of the Port of Baku

4.1.1 Most Likely Scenario

The economic impact of the cargo flows of the Most Likely Scenario is presented as Table I-5. As shown in
this table, the overall added value of the cargo flows to the economy is expected to increase from USD 149
million in the year 2000 to an estimated USD 339 million in 2015. The discounted value of the future
economic impacts in the year 2000 at a discount rate of 10% will be USD 1.6 billion, while at a discount rate
of 15% it will be USD 1.1 billion.

The number of jobs that will be created from the expected cargo flows through the port is presented in Table
I-6. As shown in this table the total number of jobs that will be supported as a direct result of the activities in
the port is expected to increase from approximately 2,000 in the year 2000 and will increase to close to
4,700 in the year 2015.

4.1.2 Pessimistic/Low Growth Scenario

Although the cargo flows are dramatically reduced in the pessimistic scenario, the expected impact on the
Azerbaijan economy is significant. As shown in Table I-7, the annual contributions that will be made by the
cargo flows through the port will increase from USD 96 mill. in the year 2000 to USD 131 million in 2015.
The NPV of the future economic impacts in the year 2000 will be USD 816 million with a discount rate of
10%, while at 15% it will be USD 610 million
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The number of new employment created by the cargo flows through the port will also be significant, even
under the Pessimistic/Low Growth Scenario. As shown in Table I-8, the total number of jobs created and
supported by the cargo flows through the port is expected to increase from 1,250 in 2000 to 1,800 in the
year 2015,
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