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BASIC DATA 
Bank Respublika (Loans 2233-002/2365-AZE) 

 

Item 
As per ADB Loan 

Documents Actual 
   
Key Project Data ($ million) 14. 0 14. 0 
Total project cost   
ADB investment:   
Loan:   
Committed 14. 0 14. 0 
Disbursed 14. 0 14. 0 
   
Key Dates   
Approval of concept clearance 2005 27 Sep 2005 
Board approval 2006 30 Mar 2006 and 

5 Nov 2007 
Loan agreement 2006 12 Dec 2006 and 

11 Dec 2007 
Loan effectiveness 2007 12 Jun 2007 and 

11 Jun 2009 
First disbursement 2007 29 Mar 2007 and 

21 Dec 2007 
   
Project Administration and 
Monitoring 

No. of Missions Dates 

Fact finding 1 26 Jul–2 Aug 2005 
Appraisal 1 12–25 Oct 2005 
Project administration 1 4–7 Aug 2005 
XARR mission 1 23–25 Nov 2009 
ADB = Asian Development Bank, XARR = extended annual review report.  
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EXECUTIVE SUMMARY 
 

In March 2006, the Board of Directors of the Asian Development Bank (ADB) approved 
assistance consisting of loans and equity investments to private banks and leasing companies 
in Azerbaijan. In December 2006, ADB made a senior secured 5-year loan of $4 million to Bank 
Respublika, a private bank with significant focus on small and medium-sized enterprise (SME) 
clients in the non-oil and gas sectors in Azerbaijan. This was followed in 2007 by an 8-year 
subordinated loan of $10 million. The main objective of the ADB project, according to the report 
and recommendation of the President (RRP), was to strengthen the emerging private bank 
sector in a transition economy in which banking is still dominated by state-owned banks and to 
help expand the non-oil economy by financing micro, small, and medium-sized enterprises 
(MSMEs).  
 
 In the years following ADB’s loans to Bank Respublika, Azerbaijan experienced rapid 
real gross domestic product (GDP) growth of an average 17% per year over the 2006–2010 
time period, led by growth in oil GDP of more than 25% per year. The economic expansion 
drove the growth of the banking system, where assets expanded by more than 300% during 
2006–2010 (133% in real terms). The size of the private banking sector grew from 42% of total 
assets in 2006 to a high of 62% in 2009.  
 

In 2009 the global financial crisis and a drop in oil prices led to a sharp decline in the 
rate of GDP growth in Azerbaijan. Expansion in lending over the 2006–2009 time period had far 
outstripped deposit growth, so banks borrowed from various sources to boost liquidity levels, 
increasing their cost of funds. At the same time, the local effects of the global economic 
slowdown hit borrowers, and the ratio of nonperforming loans to total loans climbed by more 
than 63% during 2009, eroding banking sector profitability.  
 

In 2009 the government acted to shore up the economy by pushing public expenditures 
up to 35% of GDP, and to support banks by providing them with access to loans, lowering the 
required reserve ratio, and providing tax incentives to reinvest their profits. The remaining state-
owned bank also increased lending, increasing its share of total banking system assets to 42% 
in 2010, from 38% in 2009. Over the entire period from 2006 through the first half of 2011, Bank 
Respublika’s share of total banking system assets fell by 0.7 percentage points and its share of 
loans fell by 1.5 percentage points. As a percentage of private bank assets, Bank Respublika's 
share declined from 6.3% in 2006 to 3.3% in 2010. Impediments to development of the private 
banking system include poor financial infrastructure, lack of sector diversification opportunities, 
and the lack of funding options to manage the maturity gaps between deposits and term lending. 
These issues have not been addressed, thus the contribution of the loan to development of the 
private banking sector is not clear.  
 

 While non-oil GDP grew during 2006–2010, much of that growth was due to public 
sector spending, and the overall structure of the economy has not diversified away from oil and 
is not likely to be sustainable. Although ADB’s loan supported five non-oil borrowers, this is not 
expected to have had any appreciable impact on the diversification of the overall economy, 
given the small size of the loan in comparison with the overall size of the economy.  

 
In total, bank loans increased by 350% during 2006–2010 (162% in real terms). 

However, SMEs seem to have benefitted only marginally from the credit expansion, as can 
been seen from Bank Respublika’s shift in focus towards larger corporate loans during this time. 
MSMEs play an important role in generating employment in Azerbaijan but their scope of 
activities and opportunities for growth are limited both by monopoly control of much of the 
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Azerbaijani economy and by the conditions that severely restrict their access to finance. There 
is no available data on the development of overall system-wide SME lending in the country and 
Bank Respublika’s specific role in this regard. The project's contribution to the MSME growth 
and access to finance aspect of private sector development is only minimal.  

 
ADB investment encouraged Bank Respublika to expand its reach in regions outside 

Baku. However, along with the decline in its share of overall private banking assets, there have 
been large fluctuations in Bank Respublika’s liquidity position due to its over-reliance on debt to 
finance portfolio expansion during 2006–2008, reflecting the lack of an adequate strategy for 
managing short- and long-term liabilities to match lending. The loan’s direct company impact is 
rated partly satisfactory.  

 
The project’s private sector development impact is thus rated partly satisfactory (all 

ratings are evaluated based on the criteria established in IED's Guidelines for Preparing 
Performance Evaluation Reports on Nonsovereign Operations).  
 

Bank Respublika significantly increased its assets and loans before having to pay back a 
massive foreign loan in 2009 and stop all new lending to address a serious spike in 
nonperforming loans. Over-reliance on debt to finance portfolio expansion during 2006–2008 led 
to unstable liquidity positions and forced Bank Respublika to massively cut lending in 2009–
2010. This, along with the deterioration of its loan portfolio quality in 2009–2010, took a toll on 
profitability; Bank Respublika recorded a loss of about $2.8 million in 2010. However, the bank 
has recovered, with a return to profitability since the end of 2010.  

 
Bank Respublika's MSME lending increased by $22.7 million between 2006 and the first 

half of 2011, and the bank doubled its number of outlets, the majority of which are in the regions 
outside of Baku. Loan sizes increased dramatically during 2006–2010, however, and ADB 
subloans were generally extended to larger borrowers, with an average loan size of 
AZN810,000 ($1 million), which is much greater than the range of $1,000–$100,000 envisaged 
in the RRP.  

 
ADB’s subordinated $10 million loan significantly helped Bank Respublika to raise its 

total regulatory capital in 2008, without which Bank Respublika would have been in a much 
weaker capital position and could not have continued to safely expand lending. The bank’s 
capital adequacy ratios improved significantly during 2009–2010, with the downsizing of the 
loan portfolio and with nearly $19 million in additional tier 1 capital raised from shareholders in 
2009 and 2010. The share of total deposits has only marginally increased—from 2.3% in 2006 
to 2.5% as of July 2011.  
 
 According to the guidelines, a project’s contribution to business success is measured 
primarily by the real after-tax financial internal rate of return compared to the real weighted 
average cost of capital (WACC) for the project entity. However, as investment-level incremental 
cash flows for this project cannot be identified as provided in the guidelines, the real return on 
invested capital (ROIC) was used as a proxy for the financial internal rate of return. A nominal 
WACC of 10.2% was used as the discount rate for the future cash flows of Bank Respublika for 
2011–2020. The calculation of the nominal and real ROICs was derived by calculating the 
internal rate of return of the net cash flows and was computed at 15.0% for the nominal rate and 
6.4% for the real rate. As per the guidelines, because the real ROIC is greater than or equal to 
the real WACC (which is 2.0%) but less than the real WACC plus 700 basis points, the rating for 
business success of Bank Respublika is satisfactory.  
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As provided in the guidelines, the economic return on invested capital (EROIC) was 
used as a proxy for the economic internal rate of return since it is not possible to clearly identify 
incremental costs and benefits. The EROIC can be calculated by taking the financial ROIC and 
adjusting for factors such as taxes and subsidies. The nominal EROIC was calculated at 17.7% 
and the real EROIC at 8.9%. According to the guidelines, as the EROIC is greater than or equal 
to 5% but less than 10%, the contribution to economic development of the project is rated partly 
satisfactory.  

  
The project is a category FI (Financial Intermediary) project under ADB’s Environment 

Policy (2002). Therefore, Bank Respublika was required in the term facility agreement to 
establish an environmental screening, classification, and assessment system (environmental 
management system). The bank adopted an exclusion list, prohibiting loans for certain 
environmentally detrimental activities. Loan officers were required to review borrower activities 
to filter out loans that might be used for any investments on the exclusion list and to ensure that 
prospective customers had the appropriate environmental permits from government. To date, 
there have been no exceptions to the environmental management system, nor has any 
significant issue involving negative environmental impact been noted. The project is classified 
category C with no involuntary resettlement or any impact on indigenous peoples resulting from 
Bank Respublika loans. The Bank Respublika loan is rated satisfactory for environmental, social, 
health, and safety performance.  
 

Given the ratings for private sector development; business success; contribution to 
economic development; and environmental, social, health, and safety performance, the project’s 
overall development impact is rated partly satisfactory.  
 

In March 2012 Bank Respublika will make the final payment on the senior secured loan, 
which earns a floating rate of 415 basis points over the 6-month London interbank offered rate 
(LIBOR). It has a 5-year tenor and was secured by the assets of sub-borrowers that were 
pledged as collateral for the subloans funded by Bank Respublika. The ADB loan was priced 
based on benchmark rates from other international financial institution (IFIs) to Bank Respublika, 
which at the time were charging an average of 4.15% over the LIBOR on unsecured loans that 
had 5 year tenors with 2-year grace periods. The average rate for IFI loans of 4.15% over the 
LIBOR can be used as a benchmark. ADB was earning a premium over this benchmark rate as 
its funds had no grace period and were secured by the collateral of the sub-borrowers.  

 
ADB’s $10 million subordinated loan to Bank Respublika has a tenor of 8 years with a 5-

year grace period and is priced at a variable rate of 6-month LIBOR plus 6%. When the 
subordinated loan was made in December of 2007, the 6-month LIBOR rate was 4.9%, thus the 
ADB rate was 10.9%. This can be compared to a 10-year loan of $5 million Bank Respublika 
received from its shareholder Deutsche Investitions- und Entwicklungsgesellschaft (DEG) in 
March 2007, which has an interest rate of 11%. Bank Respublika started making interest 
payments on the subordinated loan in 2008, and has since paid $2.8 million in interest as 
scheduled. The bank will begin principal repayments in 2013.  
 

As per the guidelines, assuming the loans are paid off on time, the investment is rated 
satisfactory for ADB profitability because the loan margins are greater than 0.9 times the 
comparable margins at approval.  

 
 The project was well conceived in that MSMEs were facing serious financing constraints 

and weak private banks needed liquidity support to increase outreach at a critical time in the 
development of Azerbaijan’s banking sector. The operation was ADB’s first private sector 
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investment in the country, and supplemented the capital of other IFIs. However, the project’s 
RRP places emphasis on expanding access to finance for MSMEs but does not define this 
group, nor does it set clear targets for the size of the subloans or borrowers. Subloan size and 
tenor were not included as covenant conditions in the facility agreement, nor were incentives to 
reach MSMEs included in the arrangement. Bank Respublika used ADB funds to make large 
loans, averaging AZN810,000 ($1 million) of only 2–3 years' tenor, even though ADB’s senior 
loan has a tenor of 5 years. Thus, screening, appraisal, and structuring are rated partly 
satisfactory.  
 

ADB could have provided more scrutiny of the size and tenor of subloans to encourage 
greater MSME outreach and longer-term lending with ADB funds. ADB could have usefully 
helped Bank Respublika identify and manage forthcoming mismatches in liabilities and assets, 
and thus maintain a steadier course of growth in lending. The ADB Capital Markets and 
Financial Sectors Division maintained contact with Bank Respublika following loan approval and 
disbursement to ensure that compliance reports were received in a complete and timely fashion. 
The division also prepared quarterly investment management notes and annual review reports 
assessing Bank Respublika’s compliance with financial covenants.  

 
Bank Respublika commented upon the exceptionally good working relationship its staff 

had with ADB in the first 2–3 years of the loans. ADB provided informal technical assistance 
through dialogue and invited Bank Respublika to conferences and workshops, which the bank 
found very helpful. Monitoring and supervision are rated satisfactory.  
 

In 2007, Bank Respublika was competing in a high-growth environment and facing 
increasing liquidity constraints. ADB’s senior and subordinated loans amounted to 5% of Bank 
Respublika’s total assets at this important juncture, facilitating the bank’s ability to expand its 
portfolio in a competitive marketplace. Without the subordinated debt financed by ADB, Bank 
Respublika would have been in a much weaker capital position and could not have continued to 
safely expand lending. While Bank Respublika was small compared to the banking system as a 
whole, it was an important player among private banks, accounting for 6.7% of total private bank 
assets.  

 
Considering that the private banking sector was in an early stage of development and 

IFIs had limited resources to invest, ADB’s loan to Bank Respublika was an important 
contribution to the sector and an important first step in developing private sector operations in 
Azerbaijan. ADB’s role and contribution is rated satisfactory.  

 
In the 24 months following disbursement of ADB’s loan, Bank Respublika signed new 

loan agreements with various IFIs, increasing its outstanding IFI debt from $26 million at the end 
of 2006 to $74 million at the end of 2008. It is unclear to what extent ADB’s involvement may 
have enabled Bank Respublika to obtain additional funding, and there were some important 
drawbacks to increased reliance on using borrowed funds rather than deposits to fund lending.  

 
Bank Respublika plays an important role in Azerbaijan’s banking sector as one of a 

limited number of private, independent banks that provide MSME lending. ADB’s loans 
significantly boosted Bank Respublika’s liquidity and capital base at a crucial time in the 
development of the banking market, and Bank Respublika has also emerged from a very difficult 
time for the banking system as well capitalized; thus, it is poised for growth and focused on 
MSMEs.  

 
ADB’s additionality is rated satisfactory.   
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The overall assessment of the project is partly successful.  
 

Performance of the Loan to Bank Respublika 
Item Unsatisfactory Partly satisfactory Satisfactory Excellent 
Development Impact  X   
 Private sector development  X   
 Business success   X  
 Contribution to economic  

development 
 X   

 Environmental, social, 
health, and safety 
performance 

  X  

ADB Investment 
Profitability 

  X  

ADB Work Quality   X  
 Screening, appraisal, and  

structuring  
 X   

 Monitoring and supervision   X  
 ADB role and contribution   X  
ADB's Additionality   X  
 

Unsuccessful Partly successful Successful 
Highly 

successful 
Overall Assessment  X   
ADB = Asian Development Bank.  
Source: Independent evaluation mission.  
 

To increase MSME finance in Azerbaijan and realize the potential of MSMEs to 
contribute to increased livelihoods and non-oil sector growth, there are many constraints that 
would need to be addressed. MSMEs play an important role in generating employment in 
Azerbaijan, but their scope of activities and opportunities for growth are limited both by 
monopoly control of much of the Azerbaijani economy and by the conditions that severely 
restrict their access to finance. Some of the changes required to the framework for secured 
transactions (collateral registration, perfection, and execution) and to the credit information 
system involve legal, policy, and infrastructure changes that can be crafted with technical 
assistance. Most other barriers to the growth and development of MSMEs involve changes to 
endemic conditions, such as the pervasiveness of corruption in Azerbaijan and the concentrated 
structure of corporate ownership. These issues cannot be addressed solely through a private 
sector investment project.  

 
Follow-up actions to the goals and achievements of the Bank Respublika loan are 

recommended as follows: 
(i) Future ADB private sector projects aimed at providing banks with funding to 

onlend to MSMEs may benefit from (a) a technical assistance component to 
strengthen credit capacity of borrowing banks; (b) defined targets when it comes 
to MSMEs, loan sizes, and disbursement time frames; and (c) close monitoring 
and supervision of the lending activities of beneficiary banks to ensure that the 
loan meets the established targets.  

(ii) ADB could provide technical assistance to the Central Bank of Azerbaijan to 
strengthen the credit information system and collateral pledge system to provide 
better financial infrastructure to facilitate the growth of MSME access to finance.  

(iii) To improve the overall investment climate, future engagement by ADB with the 
Government of Azerbaijan could include dialogue and coordination with the 
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appropriate agencies to reduce corruption, provide a stronger framework for 
competition in the economy, and introduce more favorable tax policies.  

 
        Vinod Thomas 
        Director General 
        Independent Evaluation Department 





 
 

 

I. THE PROJECT 

A. Project Background      

1. In March 2006, the Board of Directors of the Asian Development Bank (ADB) approved 
assistance consisting of loans and equity investments to private banks and leasing companies 
in Azerbaijan.1 The project was to serve as an umbrella for up to $15 million in debt and equity 
investments in a number of banks and leasing companies in Azerbaijan (with a combined total 
debt and equity limit of $15 million).  
 
2. The Republic of Azerbaijan joined ADB in 1999. When the report and recommendation 
of the President (RRP) for the assistance to private banks and leasing companies was signed, 
the project was expected to be Azerbaijan’s first private sector development operation for ADB. 
Azerbaijan had regained its independence from the Soviet Union in 1991. The country faced 
years of economic decay and war with neighboring Armenia before Heydar Aliyev came to 
power in 1993 and began to negotiate with Western oil companies to develop Azerbaijan’s oil 
reserves. The first oil exploration and drilling contract was signed with a consortium led by 
British Petroleum (BP) in 1994, followed by another 21 production-sharing agreements by the 
time the first oil was pumped through BP pipelines in May 2005.2  
 
3. When the proposed assistance to private banks and leasing companies project was 
conceived in 2005, Azerbaijan was experiencing the beginning of an oil boom, with peak oil 
production of about 65 million tons expected in 2011, tapering off by 2024. The government and 
its development partners were prioritizing efforts to develop a diversified economy that would be 
resilient in the face of oil shocks and create a base for development following the expected 
decline in oil output.  
 
4. In this context, the private banking system of Azerbaijan was still in the nascent stages 
of development, and two state-owned banks—the International Bank of Azerbaijan (IBA) and 
Kaptial Bank—together held 53% of all bank assets. The purpose of the ADB project, according 
to the RRP, was “to strengthen the emerging private bank sector in a transition economy in 
which banking is still dominated by state-owned banks” so they could help expand the non-oil 
economy by financing micro, small, and medium-sized enterprises (MSMEs) in other sectors.  
 
5. One of the banks identified in the RRP for investment was Bank Respublika, the 10th-
largest bank in Azerbaijan, which had been founded in 1992 by the Gouliyev family and 
received investment from the German investment company Deutsche Investitions- und 
Entwicklungsgesellschaft and Sparkassen International Development Trust in 2005.  
 
6. On 12 December 2006, ADB and Bank Respublika entered into a 5-year $4 million 
senior secured term loan facility agreement. An additional loan of $10 million was granted in 
December 2007 under a separate operation as subordinated debt, to strengthen Bank 
Respublika’s capital adequacy level.3 A trade finance facilitation program facility was also being 
prepared for a number of Azerbaijani banks in 2006, including Bank Respublika. Due diligence 
was simultaneously conducted for the private banks and leasing companies project and the 

                                                 
1  ADB. 2006. Report and Recommendation of the President to the Board of Directors: Proposed Assistance to 

Azerbaijan for Private Banks and Leasing Companies in Azerbaijan. Manila. 
2   ADB. 2006. Review and Endorsement/Approval of Issuing Banks in Azerbaijan. Manila. 
3  ADB. 2007. Report and Recommendation of the President to the Board of Directors: Proposed Subordinated Loan 

Bank Respublika Open Joint-Stock Company. Manila. 
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trade finance facilitation program in February 2006. The senior secured ADB loan to Bank 
Respublika was fully disbursed by March 2007.  
 
B. Key Project Features 

7. For the Bank Respublika investment, loan pricing and conditions were set out in the ADB 
term facility agreement between Bank Respublika and ADB. ADB’s loan was priced at a floating 
rate of 415 basis points over the 6-month London interbank offered rate (LIBOR). The loan had 
a 5-year tenor and was secured by the assets of sub-borrowers that were pledged as collateral 
for the subloans funded by Bank Respublika.4 
 
8. Bank Respublika was also required to certify annually that it met all of the financial 
covenants of the facility agreement, which covered a basic set of financial performance 
indicators relating to capital adequacy, liquidity, loan provisions and nonperforming loans 
(NPLs), and related-party exposures.  
 
9. Sub-borrower eligibility was also established in the facility agreement, requiring that (i) 
the projects adhered to specific ADB safeguards policies; (ii) the businesses funded were not 
majority owned or controlled by government; and (iii) subloans were for activities in the 
production, services, trade, or agriculture sectors and did not exceed any maximum limit placed 
upon Bank Respublika either by its supervisory board or by the Central Bank of Azerbaijan 
(CBA).  
 
10. The senior loan was disbursed by March of 2007, and the first quarterly payment on the 
loan was made in September 2007. As of July 2011, the loan was current and the final payment 
will be remitted in March 2012. The RRP also envisions technical assistance for improving the 
technical, managerial, and financial capabilities of investee banks and leasing companies, but 
no formal technical assistance supported by ADB was provided to Bank Respublika in 
connection with the loan.  
 
11. The $10 million subordinated debt from ADB to Bank Respublika was executed in 
December 2007. This loan was unsecured, with an 8-year term and a 5-year grace period, and 
with a floating rate of 600 basis points over the 6-month LIBOR. This debt qualifies as tier 2 
capital in Bank Respublika’s balance sheet.  
 
C. Progress Highlights 

12. In the years following ADB’s loan to Bank Respublika, Azerbaijan experienced 
phenomenal growth, and Bank Respublika, along with the entire banking system, rode the 
tremendous wave of expansion caused by rising oil exports and oil prices. By 2008, oil exports 
had grown to 800,000 barrels per day, compared to an average of 200,000 barrels per day 
during 2000–2005. During 2006–2008, real gross domestic product (GDP) grew by an average 
of 24% per annum and the total assets of the banking system increased more than threefold.  
 
13. The government sold Kaptial Bank in 2008, and the size of the private banking sector 
grew to 57% of total assets that year. At the end of 2008, however, the global financial crisis hit 
and prices for oil and other commodities fell sharply, leading to a 30% decline in exports from 

                                                 
4 In the term facility agreement, ADB specified that Bank Respublika was required to have sub-borrowers sign, 

establishing that in the event of default the rights to pledged collateral were granted to ADB. 
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Azerbaijan in 2009 and a drop in the GDP growth rate to 9% (see Appendix 1 for a description 
of macroeconomic developments).  
 
14. After a period of substantial growth, the effects of the economic downturn began to catch 
up with the banking sector in 2009. The expansion in lending during 2006–2009 had far 
outstripped deposit growth, so banks borrowed from the government and other sources to boost 
liquidity levels, increasing their cost of funds. At the same time, the local effects of the global 
economic slowdown began to affect borrowers; the ratio of NPLs to total loans climbed by more 
than 63% during 2009 and banking sector profitability declined (Appendix 2).  
 
15. In 2009 the government acted to shore up the economy by increasing public expenditure 
to nearly 35% of GDP (compared to 26% in 2007), and to shore up banks by providing them 
with access to credit, lowering the required reserve ratio, and providing tax incentives to reinvest 
their profits. Further details on the terms of the credit from the government are not available. 
The IBA, the remaining state bank, also increased lending faster than the rest of the banking 
sector and, in 2010, state-owned bank assets reached 42% of total assets (from 38% in 2009).  
 
16. Despite falling profitability, total capital levels for Azerbaijani banks increased from 2006 
through the first half of 2011 thanks to consistent increases in the paid-up capital and retained 
earnings components of tier 1 capital. Deteriorating portfolio quality led to a significant increase 
in risk-weighted assets (RWAs), thus the system-wide capital adequacy ratio (total regulatory 
capital divided by RWAs) fell from a high of 20.0% in 2007 to 16.3% as of 30 June 2011.  
 
17. Bank Respublika rode the wave of economic growth during 2006–2008, significantly 
increasing its assets and loans before having to pay back a massive foreign loan in 2009 and 
stop all new lending to address a serious spike in NPLs. Deposit rates were slashed to keep 
interest costs down while the portfolio was in decline. Over the entire period from 2006 through 
the first half of 2011, Bank Respublika’s share of total banking system assets fell by 0.7 
percentage points and its share of loans fell by 1.5 percentage points, whereas deposits as a 
share of the industry total increased slightly, by 0.2%.  
 
18. These large swings in assets and liabilities have produced large fluctuations in Bank 
Respublika’s liquidity position, reflecting the lack of an adequate strategy for managing short- 
and long-term liabilities to match lending, and vice versa. The large fluctuation in liabilities is 
also the result of Bank Respublika’s over-reliance on debt to finance portfolio expansion during 
2006–2008.  
 
19. The dramatic drop in lending, along with the deterioration of its loan portfolio quality in 
2009 and 2010, took a toll on profitability; Bank Respublika recorded a loss of about $2.8 million 
in 2010.5 Bank Respublika has since recovered, with a return to profitability since the end of 
2010. However, given the high levels of current interest rate margins on loans, it is not clear 
whether profitability can be sustained over the long term.   
 
20. Bank Respublika offers business loans to micro enterprises, small and medium-sized 
enterprises (SMEs), and corporate clients. The bank classifies any business loan of AZN5,000 
($6,354) or less as a micro loan, and business loans of AZN5,000–AZN300,000 ($381,000) as 
SME loans (starting from 2008 the maximum amount of the micro loans has been changed to 
AZN10,000). Business loans of more than AZN300,000 are classified as corporate loans. 

                                                 
5  Dollar amounts have been converted from Azerbaijan manats using end-of-year exchange rates throughout the 

document. 
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MSME lending increased by $22.7 million from 2006 through the first half of 2011, and 
corporate lending increased by $39.2 million over the same period.  
 
21. ADB’s subordinated $10 million loan significantly helped Bank Respublika to raise its 
total capital to $28 million in 2007. Even with this increase, the bank’s capital adequacy ratio 
(CAR) actually declined slightly in 2007, as lending grew by 126% that year. Thus, without the 
subordinated debt financed by ADB, Bank Respublika would have been in a much weaker 
capital position and could not have continued to safely expand lending. Bank Respublika’s 
CARs improved significantly during 2009–2010, with the downsizing of the loan portfolio and 
with nearly $19 million in additional tier 1 capital raised from shareholders in 2009–2010.  
 

II. EVALUATION 

A. Overview 

22. The project is evaluated using the criteria defined in ADB's guidelines.6 The project 
rationale and objectives (paras. 23–27) outline the objectives envisaged during the approval of 
the project. The investment is evaluated according to (i) development impact and outcomes, 
(ii) ADB investment profitability, (iii) ADB work quality, and (iv) ADB's additionality. An overall 
evaluation of the project performance is then presented (para.134).  

 
B. Project Rationale and Objectives         

23. The RRP for the private banks and leasing companies project in Azerbaijan outlines a 
package of debt and equity investments in banks and leasing companies. The rationale for the 
project was to strengthen the private bank and leasing sector at a critical point in its evolution 
and contribute to sustainable economic growth and private sector development. The increased 
extension of small and micro loans by the targeted private banks was expected to support the 
creation of employment and livelihood opportunities outside the oil and gas sector.  
 
24. The expected short-term outputs of the project, stated in the RRP, were (i) enhanced 
liquidity and expanded loan portfolio at banks and leasing companies that receive loans, (ii) 
adoption of better practices of critical banking functions, and (iii) improved ability of participating 
banks to raise retail deposits and issue bonds because of reputational benefits from the ADB 
partnership.  
 
25. The expected medium- and long-term outcomes were (i) sustainable operations of 
emerging private banks and leasing companies, delivering increased financial intermediation 
while coping robustly with the inevitable business cycles; (ii) gradual reduction of the dominant 
market share of public sector banks and increased pressure on public sector banks to deliver 
competitive services and, possibly, privatization; and (iii) increased employment and livelihood 
opportunities for lower-income groups from growth of small-scale business activities outside the 
oil and gas sector.  
 
26. The Framework for Assessing Development Impact of Loans and Equity Investments 
appendix to the RRP specifies additional targets for the proceeds of the ADB loans, with 
expected use of 50% outside the capital, Baku, and 50% to smaller borrowers (less than 
$10,000 per subloan).  

                                                 
6  Independent Evaluation Department. 2007. Guidelines for Preparing Performance Evaluation Reports on 

Nonsovereign Operations. Manila: ADB. 
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27. The RRP describes the project as aiming to strengthen the individual private banks that 
receive ADB investment and expand lending to non-oil MSMEs, thereby expanding the private 
banking sector and contributing to the development of the non-oil economy.  
 
C. Development Outcomes and Impact 

1. Overview 

28. The overall development outcome and impact is rated partly satisfactory based on 
component ratings of partly satisfactory for private sector development; satisfactory for business 
success; partly satisfactory for contribution to economic development; and satisfactory for 
environmental, social, health, and safety performance.  
 

2. Private Sector Development 

29. Private sector development is appraised under two categories: beyond company impact, 
and direct company impact. The private sector impacts of the project have been rated partly 
satisfactory. Further details on private sector development indicators and ratings are in 
Appendix 3.  
 

a. Beyond Company Impacts 

30. The project's beyond company impacts are evaluated against its stated objectives of 
contribution to private sector growth in the non-oil economy, development of the banking sector, 
and growth of MSMEs through greater access to finance.  
 

i. Contribution to Private Sector Growth in the Non-Oil 
Economy 

31. Azerbaijan’s economy grew very fast over the 2000–2010 time period, fuelled directly 
and indirectly by the country’s increased production and export of oil, which grew from an 
average of 200,000 barrels per day during 2000–2005 to about 800,000 barrels per day in 2008 
and about 900,000 barrels per day in 2009 and 2010. With the increase in oil exports, 
Azerbaijan’s GDP growth accelerated during 2006–2010, with GDP growing at an exceptional 
rate of 17% per year on average during that period, led by growth in oil7 GDP of more than 25% 
per year (Table 1).  
 

Table 1: Real Average Annual Growth Rates 
(%) 

 

  
Real Average Annual  

Growth Rate 
GDP 2000–2005 2006–2010 
GDP 11.3 16.9 

Oil GDP 13.2 25.2 
Non-oil GDP 10.5 9.9 

GDP = gross domestic product.  
Source: International Monetary Fund. 2011. Regional Economic Outlook: Middle 
East and Central Asia. Washington, DC. 

 

                                                 
7 As per convention, oil is defined to include gas as well. 
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32. In 2010, oil GDP slowed significantly in Azerbaijan due mainly to the effects of falling oil 
prices and weaker demand, while non-oil sectors picked up pace, largely as a result of 
increased government spending (of oil revenues) on infrastructure, social services, and wage 
increases for public sector employees.8 
 
33. The public expenditure levels fueling the recent growth in the non-oil sectors have led to 
unsustainable fiscal deficits. Government expenditure as a percentage of GDP rose from about 
26% in 2007 to nearly 35% in 2009, and in 2010 expenditure remained about 6 percentage 
points higher than historical levels during 2000–2005 (Figure A1.3).  
 
34. ADB’s senior loan investment of about $4 million invested primarily in five non-oil sector 
companies represents a very small fraction of the overall economy and is not expected to have 
had any appreciable impact on the diversification of the overall economy. While non-oil GDP 
grew during 2006–2010, much of that growth was because of public sector spending and is not 
likely to be sustainable.  
 

ii. Contribution to Banking Sector Development 

35. Banking sector growth. In the absence of robust capital markets, businesses in 
Azerbaijan are forced to rely mainly on banks for their finance needs. The banking sector9 grew 
dramatically during 2006–2010 (domestic credit from the banking system as a percentage of 
GDP doubled from 13% in 2006 to 26% in 2010), though the amount of credit provided by banks 
relative to GDP is still lower in Azerbaijan than in many countries in the region (Figure A2.2).  
 
36. While business and household deposits with commercial banks as a percentage of GDP 
have remained steady at about 11.5% since 2006, the share of household deposits has 
increased—from 4.4% of GDP in 2006 to 6.9% in 2010. The number of household depositors 
per 1,000 adults has also climbed substantially, from 119 to 338 over the same period.  
 
37. The total assets of the banking system grew by 133% in real terms during 2006–2010, 
but this growth was largely the result of the economic boom caused by increased oil exports and 
unsustainable government expenditure on infrastructure, social programs, and public sector 
wage increases.  
 
38. The expansion in lending during 2006–2009 far outstripped deposit growth, which led to 
a large increase in the loan to deposit (LTD) ratio to 155% in 2010 compared to 102% in 2006, 
and a decline in liquid assets as a percentage of total liabilities. In 2009, the Government of 
Azerbaijan moved to alleviate liquidity pressure on banks by providing loans, which went from 
1.7% of total banking system liabilities in 2007 to 15.2% in 2009. International financial 
institutions (IFIs) have also played a steadying and important role in providing banks in 
Azerbaijan with liquidity to maintain lending levels.  
 
39. As rapid growth of the loan portfolio and the local effects of the global economic 
slowdown gradually caught up with Azerbaijan’s banking sector, NPLs as a percentage of the 
gross portfolio have climbed by more than 150% since 2007, though NPLs remain within the 
large range experienced by other countries in the region (Table 2).  

 

                                                 
8 Economist Intelligence Unit. 2011. Azerbaijan Country Report. July 2011. 
9 Appendix 2 gives a more detailed discussion of recent banking sector developments in Azerbaijan. 
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Table 2: Regional Banking System Nonperforming Loans, 2006–2010 
(%) 

 

Country 2006 2007 2008 2009 2010 
Azerbaijana 3.2 2.1 2.2 3.6 5.4 
Kazakhstanb 5.2 21.2 23.8 
Turkmenistana 0.6 0.4 0.1 0.1 0.6 

a 30-day basis.  
b 90-day basis.  
Sources: IMF. 2011. Regional Economic Outlook: Middle East and Central Asia. Washington, DC 
for Kazakhstan and Turkmenistan; CBA for Azerbaijan.  

 
40. The increase in loan repayment problems was nonetheless very problematic for banks in 
Azerbaijan. Coupled with greater reliance on borrowed funds, the deterioration in portfolio 
quality has ultimately affected banking system profitability by a large measure. As a result, 
return on equity (ROE) and return on assets (ROA) for the banking system as a whole have 
dropped sharply since 2007, from an ROE of 22.4% and ROA of 3.3% in 2007 to an ROE of 3.9% 
and ROA of 0.6% as of June 2011. In response to losses, banks are lending less money than is 
being repaid, thus the balance of loans outstanding has slightly declined over the first half of 
2011.  
 
41. Deteriorating portfolio quality has also led to a significant increase in RWAs, thus the 
system-wide CAR (total regulatory capital divided by RWAs) fell from a high of 20.0% in 2007 to 
16.3% as of 30 June 2011, though the Azerbaijani banking system is still well-capitalized by 
international standards. Tier 1 CAR for banks as of 30 June 2011 was 13.7%, compared to a 
Basel II requirement of 4.0% and the CBA requirement of 5.0%.  
 
42. While bank assets and credit grew significantly during 2006–2010, the expansion has 
diminished the capital cushion of banks and taken a toll on their liquidity, portfolio quality, and 
profitability (Appendix 2). Increased oil production and public sector expenditure were also key 
in driving the expansion, so the medium- to longer-term sustainability of the banking sector's 
recent growth is uncertain. The increase in household participation in contributing to banking 
system deposits is an important and positive development for financial markets, but banks 
remain reliant on IFIs for a sizeable portion of their funding and the bond market in Azerbaijan is 
still not a viable funding alternative (Appendix 2). Thus, the contribution of the loan to overall 
banking sector development is only marginal.  
 
43. Contributions to private banking. The sale of state-owned Kapital Bank in 2008 and 
subsequent stronger growth of private banks relative to the remaining state-owned institution, 
the IBA, led to an increased share of private bank assets in the banking system during 2006–
2009 (Table 3). Recently, however, the assets of the IBA have grown faster than those of 
private banks, reversing the downward trend in state dominance of the banking sector and 
bringing its market share back up to 42%.  
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Table 3: Market Share of State-Owned Banks, 2006–2010 
(%) 

 

 Item 2006 2007 2008 2009 2010 
Assets of State-Owned Banks as a % of Total 
Banking System Assets 53 45 43 38 42 

Source: Data for 2006–2009 are from ADB. 2010. Extended Annual Review Report for Private Banks and Leasing 
Companies in Azerbaijan. Manila; ADB. 2006 Report and Recommendation of the President to the Board of Directors: 
Proposed Assistance to Azerbaijan for Private Banks and Leasing Companies in Azerbaijan. Manila. Data from 2010 
are from the CBA.  
 
44. Given the large number of banks in the Azerbaijani banking system, moreover, 
fragmentation makes it difficult for private banks to achieve the economies of scale that would 
increase the efficiency of their operations. Except for the IBA, none of the banks holds more 
than 6% of total system assets. Minimum capital requirements (recently raised to AZN10 million 
[$12.7 million]) are still low, allowing ease of entry into the market and creating no incentives for 
banks to consolidate. Over the entire period of 2006 through July 2011, Bank Respublika’s 
share of total banking system assets fell by 0.7 percentage points and its share of loans fell by 
1.5 percentage points. As a percentage of private bank assets, Bank Respublika declined from 
6.3% in 2006 to 3.3% in 2010. The data for Bank Respublika’s share of overall MSME lending 
for 2006–2011 were not available.  
 
45. Thus, there is a lack of structural change in the banking sector and private banks remain 
in a weak market position compared to the IBA. Impediments to development of the banking 
system include poor financial infrastructure, lack of sector diversification opportunities, and the 
lack of funding options to manage the maturity gaps between deposits and term lending. These 
issues have not been addressed, and thus the contribution of the loan to development of the 
private banking sector is not clear.  
 

iii. Contribution to Micro, Small, and Medium-Sized Enterprise 
Finance and Growth 

46. The CBA does not track the percentage of SME loans or even the size of loans, so no 
data is available to determine the extent to which SMEs have benefitted from the expansion of 
credit, though 15 banks are now focusing on this segment and stakeholders report that 
competition for SME clients is intense. The number of bank branches both within and outside of 
Baku has also increased by more than 50%, so there is much greater physical access to the 
banking system.  
 
47. However, a 2009 World Bank survey for Azerbaijan10 indicates that only about one in 
five SMEs have bank loans or lines of credit, compared to an average of 44% for all businesses 
in Eastern Europe and Central Asia. According to the same survey, about 25% of Azerbaijani 
SMEs cite access to finance as the single biggest barrier to growth.  
 
48. Several factors limit MSME access to finance. First, the high level of taxation (Appendix 
5) creates strong incentives for MSMEs to hide transactions, which makes it very difficult for 
banks to verify income statement and balance sheet information or volume of payments going in 
and out of businesses. Deficient registries and collateral repossession processes also add 
significant cost and risk to MSME lending. Azerbaijan’s registries for movable and immovable 

                                                 
10  World Bank. 2010. Enterprise Survey: Azerbaijan 2009. Washington, DC. http://www.enterprisesurveys.org/ 

ExploreTopics/?topicid=7 
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property operate through small offices and lack centralized databases that would enable 
information on asset pledges to be efficiently checked online. When banks are forced to 
repossess pledged collateral, a legal decision allowing repossession must be issued by the 
judiciary system in every case, a process that can take 2 years.  
 
49. As an alternative or supplement to collateral, MSMEs in many countries use their good 
repayment histories to secure financing, generally at better terms. However, there is only one 
credit registry in Azerbaijan and it is operated by the central bank.  
 
50. The central bank’s credit registry also lacks coverage. According to the World Bank’s 
2011 Doing Business report, the registry includes only 7% of the adult population, whereas 13% 
of adults are included in public credit registries and more than 21% are included in private credit 
bureaus in Eastern Europe and Central Asia.11 In Organisation for Economic Co-operation and 
Development (OECD) countries, 61% of adults are included in private registries.  
 
51. When MSMEs receive loans, these generally have tenors of 12–18 months as banks in 
Azerbaijan lack options for providing term financing (given that deposits tend to be short term), 
and domestic capital markets provide no sources of long-term borrowing.  
 
52. However, many banks are reportedly targeting MSMEs more than ever given the limited 
number of corporate clients in Azerbaijan and the demonstration effects of AccessBank (an 
institution established in 2002 with capital from several IFIs and focused on MSMEs). While this 
is a positive development, there are important factors that are likely to limit the growth and 
profitability of financing MSMEs.  
 
53. While there is no specific data to determine the sectors of the economy in which MSMEs 
are most active, it appears that they are predominantly relegated to commerce or trade. This is 
thought to be the result, in part, of an economy dominated by monopolies. The lack of 
opportunity across the spectrum of economic activity limits growth prospects for SMEs and 
heightens market risks for banks with concentrated exposures in few sectors.  
 
54. Businesses in Azerbaijan are subject to income, social security, and property taxes, 
among others. According to the 2011 World Bank Doing Business report (footnote 11), the total 
tax rate as calculated for a typical medium-sized business in Azerbaijan was about 41% of 
profits.  
 
55. This burdensome level of taxation results in widespread avoidance of business 
registration, under-reporting of income, the use of informal labor contracts, and the 
pervasiveness of cash transactions. While there are no reliable figures on the amount of cash 
turnover outside of official payments systems, several sources consulted in the course of this 
evaluation report that only 20%–40% of the cash circulating in the economy is processed 
through banks or other formal channels.  
 
56. Corruption is also a serious problem for MSMEs in Azerbaijan. Results from the World 
Bank enterprise survey (footnote 10) reveal that more than half of all businesses say they are 
expected to make informal payments to public officials when obtaining licenses or permits or 
dealing with tax officials. When public officials expect bribes to carry out the normal regulatory 
and taxation functions of government, businesses suffer in terms of the real costs of these 

                                                 
11 World Bank. 2010. Doing Business 2011: Making a Difference for Entrepreneurs. Washington, DC. 



10 
 

 

payments, the uncertainty that such behavior introduces into their financial scenarios, and the 
incentives that graft creates to conduct business in the shadows.  
 
57. These key factors—deficiencies in financial infrastructure and capital markets 
development, monopolization of key industries, and a business environment affected by high 
taxation and corruption—create an inhospitable climate for MSME growth in Azerbaijan.  
 
58. More banks are now focused on SMEs and there has been an increase in lending 
outside of Baku as a result of increased branches in the regions. However, SMEs seem to have 
benefitted only marginally from the credit expansion, as can been seen from Bank Respublika’s 
shift in focus towards larger corporate loans during 2006–2010. There is no available data on 
the development of overall system-wide SME lending in the country and Bank Respublika’s 
specific role in this regard. Important reforms needed to realize MSME potential have not been 
addressed as yet. The project is rated partly satisfactory regarding the MSME growth and 
access to finance aspect of private sector development.  
 
59. Beyond company impacts are rated partly satisfactory.  
 

b. Direct Company Impact 

60. After strong growth in 2007 and 2008, Bank Respublika was forced to cut loans 
dramatically in 2009 and 2010 because it had to pay back $49 million in foreign borrowings and 
stop all new lending to address a serious spike in NPLs. Deposit rates were slashed to keep 
interest costs down while the portfolio was in decline.  
 
61. These large swings in assets and liabilities have produced large fluctuations in Bank 
Respublika’s liquidity position, reflecting the lack of an adequate strategy for managing short- 
and long-term liabilities to match lending. The large fluctuation in liabilities is also the result of 
Bank Respublika’s over-reliance on debt to finance portfolio expansion during 2006–2008.  
 
62. Bank Respublika doubled its number of outlets between 2006 and 30 June 2011. Nine 
out of the 16 new branches are in the regions outside of Baku. At the end of 2010, 6% of all 
bank branches operating outside Baku belonged to Bank Respublika, compared to 4% in 2006.  
63. The percentage of total deposits from Bank Respublika branches outside of Baku 
increased from 3% in 2006 to 8% 2010, while loans increased from 16% in 2006 to 33% in 2010. 
So, one-third of Bank Respublika's loan balances were held in accounts at branches outside of 
the capital in 2010. Thus, geographic outreach has become an important component of Bank 
Respublika's business.  
 
64. During 2006–2010, larger corporate loans increased from 20% to 37% of the portfolio, 
and SME and micro loans decreased from 48% to 26% (Appendix 4). 
 
65. ADB loans were generally extended to larger borrowers, as the average amounts are 
many times greater than the $1,000–$100,000 envisaged in the RRP.  
 
66. Bank Respublika participates actively in various associations. It is a member of the 
board of the Azerbaijan Banks Association, National Confederation of Entrepreneurs of 
Azerbaijan, and the American Chamber of Commerce in Azerbaijan (AmCham) and the 
German-Azerbaijan Economic Alliance.  
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67. Bank Respublika has recently developed a micro credit program with support from the 
German Azerbaijan Fund. Bank Respublika is also a member of international payment systems 
MasterCard International and VISA International. The bank is connected to money transfer 
systems Western Union, Coinstar, Contact, PrivatMoney, Bistraya Pochta, Blizko, Xpress 
Money, Allur, and Zolotaya Korona. Bank Respublika has also built correspondent relations with 
a number of local and foreign banks.  
 
68. To ensure compliance with anti-money-laundering regulations, Bank Respublika is 
working with a special agency of the CBA, the Financial Monitoring Service, to set rules and 
criteria governing cash operations to detect and prevent suspicious transactions. It is the first 
bank in Azerbaijan to implement all of the recommendations of the Financial Monitoring Service.  
 
69. Bank Respublika is reportedly unique among Azerbaijani banks in that it did not develop 
its own software or hire a local firm but invested in Oracle Flexcube, a comprehensive banking 
solution, to manage information and transactions. The system has decreased operational risk 
and provides fully integrated and automated reports on virtually every aspect of the banking 
business.  
 
70. ADB’s subordinated $10 million loan significantly helped Bank Respublika to raise its 
total capital to $28 million in 2007. Even with this increase, the bank’s CAR actually declined 
slightly in 2007, as lending had grown by 126% that year. Bank Respublika’s CARs improved 
significantly in 2009–2010, with the downsizing of the loan portfolio and with nearly $19 million 
in additional tier 1 capital raised from shareholders in 2009–2010.  
 
71. ADB investment encouraged Bank Respublika to expand its reach in regions outside 
Baku. Bank Respublika has contributed towards increased credit availability in the region by 
increasing its share of branches and lending outside Baku. ADB and other IFI involvement in 
Bank Respublika has contributed to improvements in Bank Respublika's credit processes, 
senior management capacity development, and corporate governance. However, during 2006 
through July 2011, Bank Respublika’s share of total banking system assets fell by 0.7 
percentage points and its share of loans fell by 1.5 percentage points. As a percentage of 
private bank assets, Bank Respublika's share declined from 6.3% in 2006 to 3.3% in 2010. 
There have been large fluctuations in Bank Respublika’s liquidity position due to its over-
reliance on debt to finance portfolio expansion during 2006–2008, reflecting the lack of an 
adequate strategy for managing short- and long-term liabilities to match lending. The drop in 
lending along with the deterioration of its loan portfolio quality in 2009 and 2010 took a toll on 
profitability, and Bank Respublika recorded a loss of about $2.8 million in 2010. Direct company 
impact is rated partly satisfactory.  
 
72. Based on component ratings of partly satisfactory for beyond company impact and partly 
satisfactory for direct company impact, private sector development is rated partly satisfactory.  
 

3. Business Success 

a. Market Position and Growth 

73. Bank Respublika is the 10th largest bank in Azerbaijan as of 31 July 2011, with assets of 
$374 million, or 2.24% of the banking system. Although Bank Respublika has grown since the 
end of 2006, this growth has been very uneven (Figure 1). In just 2 years (2007 and 2008) the 
bank significantly increased assets and loans, before falling back in 2009 and 2010 to near-
2007 levels.  
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Figure 1: Evolution of Bank Respublika Assets, Loans, and Deposits 
 

 
 

Source: Bank Respublika.  

 
74. Bank Respublika’s share of total banking system assets, loans and deposits are 
presented in Table 4.  
 

Table 4: Bank Respublika’s Share of Banking System Assets, Loans, and Deposits 
(%) 

 

 Item 2006 2007 2008 2009 2010 2011 (July) 
Assets 2.9 3.7 3.7 2.9 1.9 2.2 
Loans 3.3 3.5 3.7 2.4 1.8 1.8 
Deposits 2.3 3.2 3.3 3.7 2.1 2.5 

Source: Bank Respublika.  
 
75. At the same time, although Bank Respublika closed some of the new branches it opened 
between 2006 and the first half of 2011, it has still doubled its number of outlets. Nine out of the 
16 new branches that have remained open are in the regions outside of Baku. This growth 
means that 6% of all bank branches operating outside Baku belonged to Bank Respublika as of 
the end of 2010, compared to 4% in 2006.  
 
76. One-third of Bank Respublika's loan balances were held in accounts at branches outside 
of the capital in 2010. Bank Respublika’s financial statements are given in Appendix 6.  
 

b. Liquidity and Sources of Funds 

77. After Bank Respublika’s growth peaked in 2008, loans fell by 25% and assets by 10% in 
2009. Then, in 2010, Bank Respublika’s loans lost another 19%, assets fell by 26%, and 
deposits shrank by 33% (Figure 2).  
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Figure 2: Growth Rate of Bank Respublika Assets, Loans, and Deposits 
 

 
Source: Bank Respublika.  

 
78. In 2009 there was a sudden change in Bank Respublika’s balance sheet due to the 
repayment of a $49 million loan to Raiffeisen Bank. In response to both this huge cash outflow 
and emerging problems in its portfolio quality, Bank Respublika stopped making new loans and 
cut its loan portfolio by 25% in 2009 and by 19% in 2010. Since it had significantly curtailed 
lending, Bank Respublika cut term deposit rates, a move that encouraged customers to 
withdraw fully one-third of total deposits in 2010.  
 
79. Given these large swings in assets and liabilities, Bank Respublika’s liquidity position 
has been highly volatile over the last several years. Figure 3 presents two liquidity ratios—the 
LTD ratio and liquid assets to total liabilities ratio. The LTD ratio hit an extreme high of 192.0% 
in 2008, falling sharply to 122.0% in 2009, before swinging back up and then back down again. 
Similarly, the ratio of liquid assets to total liabilities has fluctuated within a wide range of 
between 18% and 49% since 2007, as is also shown in Figure 3.  
 

Figure 3: Bank Respublika Loans to Deposits Ratio  
and Liquid Assets to Total Liabilities Ratio 

 

  
Source: Bank Respublika.  
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80. The volatility of Bank Respublika’s liquidity indicators reflects the lack of an adequate 
strategy for managing short- and long-term liabilities to match lending, and vice versa. The large 
fluctuation in liabilities is also the result of Bank Respublika’s over-reliance on debt to finance 
portfolio expansion during 2006–2008. Figure 4 shows that debt constituted nearly 60% of total 
liabilities in 2008, when deposits were just under 40%. Since, that time, however, these 
proportions have been reversed, and deposits accounted for nearly 60% of liabilities at in July 
2011.  
 

Figure 4: Bank Respublika Deposits and Borrowings  
as a Percentage of Total Liabilities 

 

 
Source: Bank Respublika.  

 
81. The increase in deposits in 2010, both in absolute terms (Figure 1) and as a percentage 
of total liabilities, was because Bank Respublika’s rates recently became more competitive 
again.  
 

c. Portfolio Quality 

82. After the fourfold increase in lending during 2006–2008, Bank Respublika’s portfolio 
quality began to show signs of a lapse in underwriting standards and performance monitoring 
practices, coupled with the effects of the global financial crisis. NPLs rose sharply by more than 
357% as a portion of the total loan portfolio in 2009. As per Table 5, only 1.2% of Bank 
Respublika’s loans were in arrears past 90 days at the end of 2008, whereas that number 
jumped to 5.8% by the end of 2009.  

 

Table 5: Bank Respublika Nonperforming Loan Ratio 
(%) 

 

 Item 2006 2007 2008 2009 2010 
2011 
(July) 

Loans past due > 90 days / gross loans 0.3 0.6 1.2 5.8 6.5 4.0 
Note: The NPL ratio was calculated based on data submitted by Bank Respublika for total balances on loans past 
due 90 days or more, and the gross loan portfolio. The total balance of NPLs past due by 90 days or more was 
divided by the gross portfolio to determine the NPL ratio, as per the standard definition established in IMF. 2008.  
Compilation Guide on Financial Soundness Indicators. Washington, DC; and its amendments. 
Source: Bank Respublika.  
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83. The increase in arrears continued in 2010, when NPLs reached 6.5% of the total 
portfolio. Bank Respublika wrote off $5.7 million in bad loans in 2010, and then saw its NPL ratio 
improve to 4% as of July 2011.  
 

d. Profitability 

84. The effects of Bank Respublika’s dramatic drop in funding (and lending) in 2009 and 
2010, along with the deterioration of its loan portfolio quality, took a toll upon profitability.  
 
85. Bank Respublika’s returns turned negative in 2010 when it recorded a loss of about $2.8 
million. However, the bank has recovered and returned 13.5% on equity and 2.6% on assets in 
the first 7 months of 2011, compared to 3.9% on equity and 0.6% on assets for the banking 
system as a whole.  
 

Table 6: Bank Respublika Profitability Measures 
 

 Item 2006 2007 2008 2009 2010 
2011 
(July) 

Bank Respublika net profit (AZN'000) 2,346 5,088 10,442 8,545 (2,329)  
Provisions for loan loss impairment 
(AZN'000) 

935 2,280 6,574 3,055 5,696  

Provisions for loan loss impairment as 
a % of total loans 

1.23 1.43 2.52 1.55 3.61  

Return on equity Bank Respublika (%)  37.9 36.4 16.2 (4.3) 13.5 
Return on equity system-wide (%)  22.4 19.7 17.3 7.7 3.9 
Return on assets Bank Respublika (%)  3.8 3.9 2.2 (0.7) 2.6 
Return on assets system-wide  3.3 2.9 2.6 1.1 0.6 
( ) = negative.  
Source: Bank Respublika and CBA.  
 
86. Bank Respublika’s return to profitability since the end of 2010 was primarily the result of 
a large increase in the spreads between its average deposit and lending rates (Table 7), along 
with increased fees and commissions, higher than expected recovery of impaired loans, and a 
growing portfolio of improved quality. However, it is not clear if the high interest rate margins are 
sustainable over the longer term.  

 
Table 7: Margins between Average Lending and Time Deposit Rates 

(%) 
 

 Item 2006 2007 2008 2009 2010 
2011 
(July) 

Domestic currency  6.93   5.98   5.43   2.48   1.97   6.56  
Foreign currency  8.59   9.24   7.90   6.53   8.21   10.27  
Source: Bank Respublika.  

 
e. Capital Adequacy 

87. To maintain sufficient liquidity and capital adequacy levels, Bank Respublika raised 
nearly $19 million from shareholders in 2009 and 2010. Bank management maintains that it did 
not borrow or take an equity investment from the government to weather the financial crisis.  
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88. Figure 5 presents the evolution of Bank Respublika’s tier 1 and tier 2 capital from 2006 
through the first half of 2011.12 The bank increased its tier 1 capital by raising additional funds 
from shareholders during 2006–2010. Its total capital shrank by 12.5% in 2010.  
 

Figure 5: Evolution of Regulatory Capital 
 

 
Source: Bank Respublika.  

 
89. Table 8 presents Bank Respublika’s CARs, which improved significantly in 2009–2010 
with the downsizing of the loan portfolio. The ratio of tier 1 capital to RWAs was 16.7% in 2010, 
significantly greater than the CBA requirement of 5.0% and the Basel II requirement of 4.0%. 
Total regulatory capital (tier 1 and tier 2) as a percentage of RWAs was 25.7% in 2010, also well 
above CBA (10.0%) and Basel II (8.0%) norms.  
 

Table 8: Bank Respublika Capital Adequacy Ratios, 2006–2010 
(%) 

 

 CAR 2006 2007 2008 2009 2010 
Tier 1 CAR 7.8 7.0 7.8 14.9 16.7 
Total CAR 13.8 13.4 15.1 27.3 25.7 
CAR = capital adequacy ratio. 
Source: Bank Respublika.  

 
f. Portfolio Structure 

90. Bank Respublika has four types of loan products—consumer loans, micro loans, SME 
loans, and corporate loans. Consumer loans are retail loans, including credit cards and loans for 
purchasing homes, vehicles, vacation travel, and education, and for gold pawn lending. It is not 
clear if Bank Respublika has limits on the size of consumer loans. Consumer loans constitute 
about 42% of the loan portfolio as of 30 June 2011 (Table 9).  
                                                 
12 According to the Basel Capital Accord published by the Basel Committee on Banking Supervision, tier 1 capital 

consists of paid-up capital and retained earnings, plus some other equity-like securities (e.g., hybrid debt–equity 
instruments that can support losses on an ongoing basis without triggering bank liquidation). Tier 2 capital includes 
undisclosed reserves, revaluation reserves, general provisions, other hybrid debt–equity instruments, as well as 
subordinated term debt. 
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91. Bank Respublika offers business loans to micro enterprises, SMEs, and corporate 
clients. The bank classifies business loans of AZN5,000 ($6,354) as micro loans, and business 
loans of AZN5,000–AZN300,000 ($381,000) as SME loans (starting from 2008 the maximum 
amount of the micro loans has been changed to AZN10,000). Business loans of more than 
AZN300,000 are classified as corporate loans.  
 
92. When it signed the term facility agreement with ADB in December 2006, Bank 
Respublika was concentrated in SME lending which, along with a small amount of micro loans, 
made up about 48% of the total portfolio. By 2008, Bank Respublika had shifted heavily toward 
consumer lending, and towards somewhat higher corporate lending (Table 9).  
 

Table 9: Portfolio Breakdown by Loan Product 
(%) 

 

Loans 2006 2007 2008 2009 2010 
2011 
(July) 

Consumer loans 32 40 49 45 37 42 
SME and micro loans 48 35 23 22 26 31 
Corporate loans 20 25 28 33 37 27 
SME = small and medium-sized enterprise.  
Source: Bank Respublika.  

 
93. Given the rate of portfolio growth over 2007–2008, the proportional shift toward 
consumer lending and corporate lending translated into huge increases in the volume of credit 
to those two product lines, which is clear from Figure 6.  
 

Figure 6: Portfolio Size by Product Type  
 

 
SME = small and medium-sized enterprise.  
Source: Bank Respublika.  

 
94. MSME lending also increased over the high-growth period, but by significantly less than 
the other products. In late 2008, when Bank Respublika’s lending began to decline steeply, 
consumer loans were hit hardest, though MSME and corporate lending also fell. At the end of 
2010, MSME loans at Bank Respublika were about $50.6 million, compared to $40.0 million in 
2006 (Figure 6). That number had increased to nearly $63.0 million as of 30 June 2011, 
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however, as a shift in Bank Respublika’s strategy took effect; the volume of consumer and 
MSME loans was increasing at about the same rate, while corporate loans had declined.  
 
95. During 2006–2010 the percentage of the portfolio representing the larger corporate 
loans increased from 20% to 37%, and that representing SME and micro loans decreased from 
48% to 26%.  
 

g. ADB Subloans  

96. The loans that Bank Respublika has made from ADB funds are shown in Table 10. The 
first loan was originally granted in 2006 from Bank Respublika’s own funds, then refinanced with 
ADB funds in 2007. The data in Table 10 indicates that ADB subloans were generally extended 
to large corporate borrowers. The average subloan size of about AZN810,000 ($1 million) is 
many times larger than the range of $1,000–$100,000 envisaged in the RRP. The average tenor 
of ADB subloans was 2–3 years, thus Bank Respublika did not use the 5-year ADB loan to 
provide its customers with longer-term financing.  

 
Table 10: ADB Subloans 

(AZN) 
 

Borrower 2006 2007 2008 2009 2010 2011 Total 
BAYEL  211,325  79,790  291,115 
Mugan Sement   2,600,000  2,600,000 
SilkWay Motors   591,710  591,710 
AG Telecom   298,369   298,369 
Zeynalov Kh. M.         269,863   269,863 
Total  211,325   3,191,710 0 0  79,790  568,232   4,051,057 
      Average Amount per Borrower   810,211 
 Source: Bank Respublika.  
 
97. Bank Respublika reports that none of the ADB-funded subloans have ever had any 
repayment problems. While the good performance of this subset of loans is a positive outcome 
for the project, the size of the loans made with ADB funds raises doubts about the project’s 
effectiveness in reaching its development objectives related to encouraging the growth of small 
businesses.  
 
98. At the same time, the subordinated loan of $10 million was used to augment Bank 
Respublika’s regulatory capital so that it could expand lending. At the end of 2006, Bank 
Respublika had $13.6 million in total capital, $5.8 million of which was tier 2. The bank’s total 
CAR was 13.8% in 2006. ADB’s subordinated loan helped Bank Respublika raise its tier 2 
capital substantially in 2007. 
 
99. According to IED's Guidelines for Preparin.g Performance Evaluation Reports on 
Nonsovereign Operations (footnote 6), a project’s contribution to business success is measured 
primarily by the real after tax financial internal rate of return (FIRR) compared to the real 
weighted average cost of capital (WACC) for the project entity. However, as investment-level 
incremental cash flows for this project cannot be identified, as provided in the guidelines the real 
return on invested capital (ROIC) was used as a proxy for the FIRR.  
 
100. As per the calculations in Appendix 7, a nominal WACC of 10.2% was used as the 
discount rate for the future cash flows of Bank Respublika for 2011–2020. The calculation of the 
nominal and real ROICs for Bank Respublika is shown in Table A7.3. The nominal ROIC was 
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derived by calculating the internal rate of return of the net cash flows for 2006–2010 and was 
computed at 15.0%, while the real ROIC was computed at 6.4% (Table A7.3). The real WACC 
was calculated at 2.0%. As per the guidelines, because the real ROIC is greater than the real 
WACC but less than the real WACC plus 700 basis points, the rating for business success of 
Bank Respublika is satisfactory.  
 

4. Economic Sustainability 

101. The economic return on invested capital (EROIC) was used as a proxy for the economic 
internal rate of return since it is not possible to clearly identify incremental costs and benefits.  
 
102. As provided in the guidelines, the EROIC can be calculated by taking the financial ROIC 
and adjusting for factors such as taxes and subsidies. As shown in Table A7.5, the nominal 
EROIC was calculated at 17.7% and real EROIC at 8.9%. According to the guidelines, a real 
EROIC greater than or equal to 5% and less than 10% is partly satisfactory, thus the 
contribution to economic development of the project is rated partly satisfactory.  
 
103. Bank Respublika has nonetheless made important contributions to economic 
development in Azerbaijan. It has contributed to economic growth by increasing lending from 
$83 million at the end of 2006 to $203 million at 30 June 2011, and has emerged from the 
recent problems in the banking system with a significant capital cushion and improving 
profitability indicators. Bank Respublika employs hundreds of people at its 13 branches in Baku 
and 19 in the regions and has paid more than $4.6 million in income taxes to the government of 
Azerbaijan since 2006.  
 

5. Environmental, Social, Health, and Safety Performance 

104. The RRP cites the relevant provisions of ADB’s policy on environmental considerations13 
as establishing the environmental, social, health, and safety framework with which borrowing 
banks must comply.  
 
105. The project is a category FI (Financial Intermediary) project under ADB’s Environment 
Policy (2002). Therefore, Bank Respublika was required in Schedule 9 of the term facility 
agreement to establish an environmental screening, classification, and assessment system 
(environmental management system) to ensure that borrowers did not pursue prohibited 
activities or were in breach of national environmental laws, and that for activities with a potential 
adverse environment impact (i.e., in category A or sensitive category B based on ADB’s 
Environmental Policy) they have an environmental assessment that is submitted to ADB for 
clearance and approval before the loan is made.  
 
106. Bank Respublika complied with the environmental protections required in the term facility 
agreement. As part of the credit underwriting process, loan officers are trained to examine 
borrower activities for potential environmental effects and check them against both an exception 
list and a list of permitted subsectors that commonly pose environmental risks, such as 
construction, food processing, timber and paper, and chemical and metallurgical industries. 
Clients whose activities may cause damage to the environment are required to show proof of 
compliance with local environmental regulations, and loan officers must prepare a special 
questionnaire during loan preparation to determine if additional environmental assessment is 
required.  

                                                 
13 ADB. 2010. Operations Manual. Safeguard Policies. Manila.  
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107. To date, there has been no exception to the environmental management system nor has 
any significant issue involving negative environmental impact been noted. There have been no 
(i) accidents, litigation, or complaints; (ii) incidents of noncompliance with applicable 
environmental and health and safety regulations and standards, such as fines, penalties, or 
excess fees for noncompliance; or (iii) incidents of noncompliance by borrowers with 
environmental covenants or conditionality imposed by Bank Respublika.  
 
108. The project is classified category C with no involuntary resettlement or impact on 
indigenous peoples resulting from Bank Respublika loans.  
 
109. Environmental, social, health, and safety performance is rated satisfactory.  
 
D. ADB Investment Profitability 

110. As of July 2011, Bank Respublika was current on its principal and interest payments 
towards ADB’s senior secured loan of $4.0 million, and will remit the final payment in March 
2012, as scheduled in the facility agreement.  
 
111. The senior secured loan was priced at a floating rate of a 415 basis point margin over 
the 6-month LIBOR. It has a 5-year tenor and was secured by the assets of sub-borrowers that 
were pledged as collateral for the subloans funded by Bank Respublika. This loan was priced 
based on benchmark rates from other IFIs to Bank Respublika, which at the time were charging 
an average of 4.15% over the LIBOR on unsecured loans that had 5-year tenors with a 2-year 
grace period. The average rate for IFI loans of 4.15% over the LIBOR can be used as a 
benchmark. ADB was earning a premium over this benchmark rate as its loan had no grace 
period and was secured by the collateral of the sub-borrowers.  
 
112. As per the guidelines, because the loan margin on the senior secured debt is greater 
than 0.9 times the comparable margins at approval, the investment is rated satisfactory for ADB 
profitability.  
 
113. Bank Respublika received a 10-year subordinated loan of $5 million from its shareholder 
Deutsche Investitions- und Entwicklungsgesellschaft (DEG) in March 2007, with an interest rate 
of 11%.14 This loan provides a benchmark against which the ADB subordinated loan can be 
compared. ADB’s $10 million subordinated loan to Bank Respublika has a tenor of 8 years with 
a 5-year grace period and is priced at a variable rate of 6-month LIBOR plus 6%. At the time the 
subordinated loan was made in December 2007, the 6-month LIBOR rate was 4.9%, thus the 
ADB rate of 10.9% is very close to the DEG rate.15 Bank Respublika started making interest 
payments on the subordinated loan in 2008, and has since paid $2.8 million in interest as 
scheduled. The bank will begin principal repayments in 2013. Assuming the loan is paid off on 
time, ADB profitability on the subordinated loan will be satisfactory because, as per the 
guidelines, the margin on the loan is greater than 0.9 times the comparable margin at approval.  
 
E. ADB Work Quality 

114. ADB’s work quality is rated satisfactory based on (i) screening, appraisal, and structuring; 
(ii) monitoring and supervision; and (iii) its role and contribution.  
 

                                                 
14 Bank Respublika. 2007. 2006 Annual Report. Baku. 
15 The 6-month LIBOR rate was 5.3% in March 2007, when the DEG loan was made. 
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1. Screening, Appraisal, and Structuring 

115. The project was well conceived in that MSMEs were facing serious financing constraints 
and weak private banks needed liquidity support to increase outreach at a critical time in the 
development of Azerbaijan’s banking sector. The operation was ADB’s first private sector 
investment in the country, and supplemented the capital of other IFIs.  
 
116. The RRP states that ADB would negotiate portfolio allocation limits or provide incentives 
to favor sublending to smaller borrowers (e.g., loans of up to $10,000) and borrowers outside 
the capital, Baku. Subloan sizes were envisaged to range between $1,000 and $100,000 per 
loan with longer tenors than were typically available in the market. In the end, subloan size and 
tenor were not included as covenant conditions in the facility agreement, nor were incentives to 
reach MSMEs included in the arrangement. At the same time, the RRP discussed the expected 
impact of the project upon MSMEs but provided no definition of such enterprises. Because no 
requirements were established in the facility agreement, Bank Respublika used ADB funds to 
make large loans, averaging AZN810,000 ($1 million) with tenors of only 2–3 years, even 
though ADB’s senior loan had a tenor of 5 years.  
 
117. The subordinated loan of $10 million was an important contribution to Bank Respublika’s 
regulatory capital and enabled the bank to expand lending and keep pace with the rest of the 
banking sector. Without the subordinated debt financed by ADB Bank Respublika would have 
been in a much weaker capital position and could not have continued to safely expand lending 
up to 2009 and ultimately recover from the portfolio problems of 2009 and 2010.  
 
118. Bank Respublika has stated that the process of negotiating the ADB loans was a very 
valuable learning experience for its staff, and that the bank gained a lot from ADB interactions 
during loan preparation.  
 
119. Thus, screening, appraisal, and structuring are rated partly satisfactory.  
 

2. Monitoring and Supervision 

120. ADB could have provided more scrutiny of the size and tenor of subloans to encourage 
greater MSME outreach and longer-term lending of ADB funds. ADB could also have usefully 
helped Bank Respublika to identify and manage forthcoming mismatches in liabilities and assets, 
and thus maintain a steadier course of growth in overall lending. The ADB Capital Markets and 
Financial Sectors Division maintained contact with Bank Respublika following loan approval and 
disbursement to ensure that compliance reports were received in a complete and timely fashion. 
The division also prepared quarterly investment management notes and annual review reports 
assessing Bank Respublika’s compliance with financial covenants.  
 
121. Bank Respublika staff commented upon the exceptionally good working relationship they 
had had with ADB in the first 2–3 years of the loans. ADB provided informal technical assistance 
through dialogue and invited Bank Respublika staff to conferences and workshops, which they 
found very helpful.  
 
122. Monitoring and supervision are rated satisfactory.  
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3. ADB Role and Contribution 

123. In 2007, Bank Respublika was competing in a high-growth environment and facing 
increasing liquidity constraints. ADB’s senior and subordinated loans amounted to 5% of Bank 
Respublika’s total assets at this important juncture, facilitating the bank’s ability to expand its 
portfolio in a competitive marketplace. The subordinated loan of $10 million significantly helped 
Bank Respublika to raise its total capital so that it could compete in a rapidly expanding sector. 
Even with this subordinated loan, the bank’s CAR actually declined slightly in 2007, as lending 
had grown by 126% that year. Thus, without the subordinated debt financed by ADB, Bank 
Respublika would have been in a much weaker capital position and could not have continued to 
safely expand lending. While Bank Respublika was small compared to the banking system as a 
whole, it was an important player among private banks, accounting for 7% of total private bank 
assets.  
 
124. Considering that the private banking sector was in an early stage of development and 
IFIs had limited resources to invest, ADB’s loan to Bank Respublika was an important 
contribution to the sector and an important first step in developing private sector operations in 
Azerbaijan.  
 
125. ADB was perceived as having contributed significantly to Bank Respublika at a time 
when Bank Respublika had limited experience with external investors or lenders. The process of 
negotiating the loan itself, including long sessions with an ADB team, created better 
understanding of the conditions to examine when entering into such a term facility agreement 
and why they are important.  
 
126. At the same time, ADB staff recommended training seminars to the Bank Respublika 
team, and the chair of the Bank Respublika executive board attended several working seminars 
sponsored by ADB. These were particularly useful to her as they were well-grounded in Asian 
experience, which distinguishes the ADB offerings from those of other IFIs working with Bank 
Respublika.  
 
127. ADB could have contributed more to Bank Respublika’s development, however, by 
providing closer monitoring of the tenor and targeting of the subloan portfolio, providing credit 
capacity building, and calling attention to Bank Respublika’s reliance on debt to fund portfolio 
expansion.  
 
128. ADB’s role and contribution is rated satisfactory.  
 

4. Overall ADB Work Quality 

129. As discussed, screening, appraisal, and structuring of this operation is rated partly 
satisfactory; monitoring and supervision is rated satisfactory; and ADB's role and contribution is 
rated satisfactory. Overall ADB work quality is rated satisfactory.  
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F. ADB's Additionality 

130. In the 24 months following disbursement of ADB’s loan, Bank Respublika signed new 
loan agreements with various IFIs, increasing its outstanding IFI debt from $26 million at the end 
of 2006 to $74 million at the end of 2008. It is unclear to what extent ADB’s involvement may 
have enabled Bank Respublika to obtain additional funding. However, there are some important 
drawbacks to increased reliance on borrowed funds rather than deposits to fund lending.  
 
131. Bank Respublika plays an important role in Azerbaijan’s banking sector as one of a 
limited number of private independent banks that include MSME lending. ADB’s loans 
significantly boosted Bank Respublika’s liquidity and capital base at a crucial time in the 
development of the banking market, and Bank Respublika has also emerged from a very difficult 
time for the banking system as a well-capitalized institution with deposits accounting for a much 
higher percentage of total liabilities; thus, it is poised for growth and focused on MSMEs.  
 
132. ADB's additionality is rated satisfactory.  
 
G. Overall Evaluation 

133. The overall assessment of the project is partly successful (Table 11).  
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Table 11: Performance of the Loan to Bank Respublika 
 

Item Unsatisfactory 
Partly 

satisfactory Satisfactory Excellent 
Development Impact  X   
 Private sector development  X   
 Business success   X  
 Contribution to economic 
 development 

 X   

 Environmental, social, health, 
 and safety performance 

  X  

ADB Investment Profitability   X  
ADB Work Quality   X  
 Screening, appraisal, and 
 structuring  

 X   

 Monitoring and supervision   X  
 ADB role and contribution   X  
ADB's Additionality   X  
 

Unsuccessful 
Partly 

successful 
Successful 

Highly 
successful 

Overall Assessment  X   
ADB = Asian Development Bank.  
Source: Independent evaluation mission.  
 

III. ISSUES, LESSONS, AND RECOMMENDED FOLLOW-UP ACTIONS 

A. Issues and Lessons  

134. With this project ADB sought to use a package of investments in banks and leasing 
companies to directly improve access to finance for MSMEs in the non-oil sectors, and to help 
build private banks, both in terms of financial strength and increased loan portfolios.  
 
135. To ensure that the increase in MSME lending expected from an ADB loan achieves its 
targets, future projects could incorporate clear sub-borrower and/or subproject eligibility criteria 
in the RRP, and follow through with appropriate covenants in the term facility agreement along 
with appropriate oversight and monitoring during implementation. Closer monitoring could lead 
to lending outcomes that more closely match the development objectives of the project.  
 
136. The volatility of Bank Respublika’s liquidity indicators reflects the lack of an adequate 
strategy for managing short- and long-term liabilities to match lending, and vice versa. To fund 
lending during 2006–2008, Bank Respublika relied on large loans that it could not refinance. 
Greater reliance on deposits would have provided a more stable source of funds. Bank 
Respublika could have benefitted from technical assistance to improve its ability to manage 
funding sources and liquidity.  
 
137. Without investing resources in providing technical assistance to investee banks, it is 
difficult to commit to the development of stronger institutions with improved banking processes 
and the ability to withstand economic cycles, as was the expected outcome of this project. While 
other IFIs may provide support to beneficiary institutions, without ADB involvement there is no 
means to directly assess or guide the nature, quality, or timeliness of such support.  
 
138. In the case of Bank Respublika, there were important deficiencies in credit underwriting 
and loan monitoring which, if understood earlier, may have prevented the need to drastically 



25 
 

 

curtail lending in 2009 due to the fast growth of Bank Respublika’s NPLs starting in that year. 
Bank Respublika needs to improve loan underwriting, and register financial data from previous 
analyses in the management information system in order to use historical analysis when 
preparing loan files. Loan monitoring policies and practices also need improvement, e.g., by 
requiring branch managers to monitor the portfolio at risk on a daily basis and take appropriate 
measures immediately depending on the size of the loan, quality of collateral, and risk profile of 
the borrower.  
 
139. MSMEs play an important role in generating employment in Azerbaijan but their scope of 
activities and opportunities for growth are limited both by monopoly control of much of the 
Azerbaijani economy and by the conditions that severely restrict their access to finance. To 
increase MSME finance and realize the potential contribution to increased livelihoods and non-
oil sector growth, these constraints need to be addressed.  
 
140. Some of the changes required to the framework for secured transactions (collateral 
registration, perfection, and execution) and to the credit information system involve legal, policy, 
and infrastructure changes that can be crafted with technical assistance. Most other barriers to 
the growth and development of MSMEs involve changes to endemic conditions, such as the 
pervasiveness of corruption in Azerbaijan and the concentrated structure of corporate 
ownership. These issues cannot be addressed solely through a private sector investment 
project.  
 
B. Recommended Follow-up Actions 

141. Follow-up actions to the goals and achievements of the Bank Respublika loan are 
recommended as follows : 

(i) Future ADB private sector projects aimed at providing banks with funding to 
onlend to MSMEs may benefit from (a) a technical assistance component to 
strengthen credit capacity of borrowing banks; (b) defined targets when it comes 
to MSMEs, loan sizes, and disbursement time frames; and (c) close monitoring 
and supervision of the lending activities of beneficiary banks to ensure that the 
loan meets the established targets.  

(ii) ADB could provide technical assistance to the CBA to strengthen the credit 
information system and collateral pledge system to provide better financial 
infrastructure to facilitate the growth of MSME access to finance.  

(iii) To improve the overall investment climate, future engagement by ADB with the 
Government of Azerbaijan could include dialogue and coordination with the 
appropriate agencies to reduce corruption, provide a stronger framework for 
competition in the economy, and introduce more favorable tax policies.  
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MACROECONOMIC DEVELOPMENTS 
 
1.  Azerbaijan’s economy has grown very fast from 2000–2010, fuelled directly and 
indirectly by the country’s increased oil production and export. Table A1.1 shows that from an 
average of 200,000 barrels of day during 2000–2005, Azerbaijan’s crude oil exports have grown 
by more than four times, to 900,000 barrels in 2009 and 2010.  
 

Table A1.1: Crude Oil Production and Exports 
(millions of barrels per day) 

 

Item 
Average 

2000–2005 2006 2007 2008 2009 2010 
Crude oil production 0.3 0.6 0.8 0.9 1.0 1.0 
Crude oil exports 0.2 0.6 0.7 0.8 0.9 0.9 
Source: International Monetary Fund (IMF). 2011. Regional Economic Outlook: Middle East and Central 
Asia. Washington, DC.  

 
2.  With the increase in oil exports, Azerbaijan’s gross domestic product (GDP) growth has 
also accelerated during 2006–2010. GDP grew at an exceptional rate of 17% per year on 
average during 2006–2010, led by growth in oil1 GDP of more than 25% per year (Table A1.2).  
 

Table A1.2: Real Average Annual Growth Rates 
(%) 

 

  
Real Average Annual  

Percent Change 
 Item 2000–2005 2006–2010 
GDP 11.3 16.9 

Oil GDP 13.2 25.2 
Non-oil GDP 10.5 9.9 

GDP = gross domestic product.  
Source: IMF. 2011. Regional Economic Outlook: Middle East and Central Asia. 
Washington, DC.  
.  

3.  Figure A1.1 shows that economic growth in Azerbaijan slowed sharply after the global 
economic crisis took effect but did not contract as the growth of oil GDP remained high in 2009, 
while non-oil GDP slowed significantly. In 2010, however, oil GDP slowed significantly in 
Azerbaijan due mainly to the effects of falling oil prices and weaker demand. The non-oil sectors 
picked up pace, however, largely as a result of increases in government spending (of oil 
revenues) on infrastructure, social services, and wage increases for public sector employees.2 
 
 

                                                 
1 As per convention, oil is defined to include gas as well. 
2 Economist Intelligence Unit. 2011. Azerbaijan Country Report. London. 



Appendix 1 27 
 

 

Figure A1.1: Real Gross Domestic Product Growth 
 

 
Source: IMF. 2011. Regional Economic Outlook: Middle East and Central Asia. 
Washington, DC.  

 
4.  Construction has been the fastest growing of the non-oil sectors in recent years, fueled 
by large public works projects. Figure A1.2 shows the growth of non-oil GDP broken down into 
construction, manufacturing, services, and agriculture. The recent increase in non-oil 
manufacturing, which grew by 6.8% in 2010, was due in part to the establishment of publicly 
owned industrial plants and the expansion of SOCAR, the state-owned oil company, into 
manufacturing unrelated to oil and gas.3 
 

Figure A1.2: Non-Oil Gross Domestic Product Growth by Sector 
 

 
Source: ADB. 2011. Asian Development Outlook. Manila 

                                                 
3 ADB. 2011. Asian Development Outlook 2011. Manila. 
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5.  The public expenditure levels fueling the recent growth in the non-oil sectors have led to 
unsustainable fiscal deficits. Figure A1.3 shows that government expenditure as a percentage of 
GDP rose from about 26% in 2007 to nearly 35% in 2009, and in 2010 expenditure remained 
about 6 percentage points higher than historical levels during 2000–2005.  
 
6.  Figure A1.3 also indicates that while Azerbaijan’s overall fiscal balance (the difference 
between revenue and expenditure) as a percentage of GDP has remained positive, it dipped 
sharply in 2009 as a large drop in oil prices caused fiscal oil revenues to fall. Non-oil revenues 
remained steady but non-oil expenditure grew substantially. Thus, the non-oil fiscal balance 
(non-oil expenditure minus non-oil revenue) as a percentage of non-oil GDP has registered 
large deficits in recent years.  
 

Figure A1.3: Government Expenditures and Fiscal Balance  
(as % of Gross Domestic Product) 

  
GDP = gross domestic product 
Source: IMF. 2011. Regional Economic Outlook: Middle East and Central Asia. Washington, DC.  

 
7.  The large drops in oil and other commodity prices also caused total exports to fall by 
nearly 30% during 2009 (Table A1.3). The large decline in exports meant fewer dollars in the 
economy and this put downward pressure on the value of the manat relative to the dollar early 
in 2009.  
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Table A1.3: Imports and Exports of Goods and Services  
($ billion) 

 

Item 
Average 

2000–2005 2006 2007 2008 2009 2010 
Exports 3.8 14.0 22.5 32.1 22.8 29.3 
Imports 4.2 8.1 9.4 11.5 9.9 11.0 

Source: IMF. 2011. Regional Economic Outlook: Middle East and Central Asia. Washington, DC.  
 
8.  The Central Bank of Azerbaijan intervened to support the currency and keep the 
exchange rate pegged against the US dollar, consequently giving up roughly 19% of its foreign 
exchange reserves during the first 3 months of 2009. This successful intervention helped to 
keep the exchange rate stable and, combined with the drop in commodity prices, helped reduce 
inflation. Table A1.4 shows the stability of the manat relative to the US dollar during the crisis, 
as well as the steep decline in consumer prices.  
 

Table A1.4: Exchange Rates and Consumer Price Inflation 
 

 Item  2006 2007 2008 2009 2010 
Exchange rate (AZN:$ at end of 
period) 0.87 0.85 0.80 0.80 0.80 
Average consumer price inflation 
(%) 8.4 16.6 20.8 1.5 5.7 
Source: IMF. 2011. Regional Economic Outlook: Middle East and Central Asia. Washington, DC; and 
Economist Intelligence Unit. 2011. Azerbaijan Country Report 2011. London.  

 



30 Appendix 2 
 

 

BANKING SECTOR DEVELOPMENTS 
 
A. Financial System Context 

1.  The financial system in Azerbaijan remains underdeveloped compared to those in a 
number of neighboring countries and regional peers. Capital markets are extremely 
underdeveloped and the banking sector intermediates relatively small amounts of finance 
relative to economic output. The result is an environment where businesses, especially small 
and medium-sized enterprises (SMEs), largely rely on banks for external financing.  
 
2.  Capital from public or institutional investors is almost nonexistent in Azerbaijan. The 
value of corporate securities traded on the Baku Stock Exchange is a tiny fraction of gross 
domestic product (GDP), significantly smaller even than in several of the least-developed 
countries in the region (Table A2.1).  
 

Table A2.1: Total Value of Stocks Traded, 2010  
(% of Gross Domestic Product) 

 

Economy % 
Turkey 57.340 
Russian Federation 54.040 
Kazakhstan 1.600 
Ukraine 1.520 
Bulgaria 0.410 
Kyrgyz Republic 0.190 
Uzbekistan 0.100 
Georgia 0.020 
Azerbaijana 0.005 

a Azerbaijan figure calculated based on January–July 2011 
data from the Baku Stock Exchange and the Central Bank 
of Azerbaijan.  

Source: World Development Indicators 
 
3.  Corporate bond markets in Azerbaijan are similarly stunted. While cross-country data on 
market volume is scarce, the Asian Development Bank (ADB) AsianBondsOnline database1 
provides information for some Asian countries that is a useful, albeit imperfect, basis for 
comparison with Azerbaijan. Figure A2.1 shows that the value of corporate bond placements 
and secondary market trade in bonds is less than 0.5% of GDP, markedly lower than in the 
other Asian countries for which data is available from the ADB database, including the markets 
such as India, Philippines, and Viet Nam.  
 

                                                 
1 http://asianbondsonline.adb.org/ 
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Figure A2.1: Value of Corporate Bond Placements and Secondary Market 
Trades 

(% of Gross Domestic Product in 2010) 

 
a Azerbaijan figure calculated based on January–July 2011 data from the Baku Stock Exchange 

and the Central Bank of Azerbaijan.  
Source: ADB AsianBondsOnline.  

 
4.  In the absence of robust capital markets, businesses in Azerbaijan are forced to rely 
mainly on banks for their financing needs. The banking sector grew dramatically during 2006–
2010 (domestic credit from the banking system as a percentage of GDP doubled from 13% in 
2006 to 26% in 2010), though the amount of credit provided by banks relative to GDP was still 
lower in Azerbaijan than in Armenia, Bulgaria, Georgia, Kazakhstan, Russian Federation, 
Turkey, or Ukraine (Figure A2.2).  
 

Figure A2.2: Domestic Credit Provided by Banking Sector  
(%of Gross Domestic Product in 2010) 

 

 
 

Source: World Bank. 2011. World Development Indicators. Washington, DC.
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5.  At the same time, the savings base in Azerbaijan, measured in terms of deposits with 
commercial banks as a percentage of GDP, is shallower than in peer countries and has 
essentially stayed flat at about 11.5% since 2006. This compares to about 16.0% of GDP in the 
Kyrgyz Republic and Armenia and more than 56.0% in Bulgaria. Figure A2.3 shows this, along 
with data for six other countries in the Eurasia region, all of which rank higher than Azerbaijan 
with respect to the amount of bank deposits relative to economic output.  
 

Figure A2.3: Deposits with Commercial Banks 
(% of Gross Domestic Product) 

 

 
 
Source: International Monetary Fund. 2011. Financial Access Survey Data. Washington, DC. 

 
6.  While business and household deposits with commercial banks as a percentage of GDP 
have remained steady at about 11.5% since 2006, the share of household deposits has 
increased, from 4.4% of GDP in 2006 to 6.9% in 2010 (Table A2.2). The number of household 
depositors per 1,000 adults has also climbed substantially, from 119 to 338 over the same 
period. These indicators reveal that greater numbers of people are placing greater amounts of 
household savings into Azerbaijan’s commercial banks.  
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Table A2.2: Household Deposits and Depositors  
 

Item 2006 2007 2008 2009 2010 
Outstanding deposits of households with 
commercial banks (as % of GDP) 4.4 5.2 5.0 6.8 6.9 
Household depositors with commercial 
banks (number per 1,000 adults) 119 162 229 279 338 

GDP = gross domestic product.  
Source: International Monetary Fund. 2011. Financial Access Survey Data. Washington, DC. 
 
B. Banking Sector Performance 

1. Growth 

7.  The banking sector in Azerbaijan grew exceptionally fast during 2006–2010. Total loans 
increased by 350% (from $2.5 billion to $11.3 billion), assets grew by more than 300%, and 
deposits grew by 165% (Figure A2.4). While this has meant greater credit availability, 
Azerbaijan’s banking sector is substantially weaker than before the boom according to 
measures of liquidity, portfolio quality, profitability, and capital adequacy, though banks appear 
to be correcting their course. Additional concerns about the sustainability of banking system 
growth relate to the significant role the government has played, both by stimulating economic 
activity (Appendix 1) and by increasing the assets of Azerbaijan’s state-owned bank.  
 

Figure A2.4: Evolution of Banking Sector Assets, Loans, and Deposits 

 

Source: Central Bank of Azerbaijan.  

 
2. Liquidity and Source 

8.  Figure A2.5 indicates that the expansion in lending far outstripped deposit growth during 
2006–2009. It also shows a precipitous decline in the rate of growth for loans, assets, and 
deposits over that period, and the subsequent shift—during 2010 and the first half of 2011—
toward higher rates of growth for deposits as compared to loans.  
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Figure A2.5: Growth of Banking Sector Assets, Loans, and Deposits 

 

Source: Central Bank of Azerbaijan.  

 
9.  Not surprisingly, the faster growth of lending led to a large increase in the ratio of loans 
to deposits (LTD) during 2006–2009 (Figure A2.6). While it has declined from a high of 192% in 
2009, the most recent LTD ratio (as of 30 June 2011) was still 155%, which means for every 
dollar held by the bank as a deposit, more than 1.5 times that amount has bent lent out to 
borrowers.  
 

Figure A2.6: Banking System Loans to Deposits Ratio 
 

 
 
 
Source: Central Bank of Azerbaijan. 

 
10.  This creates significant liquidity risk, or the risk that banks may not be able to honor their 
commitments to depositors (or other creditors) if creditors demand repayment. Indeed, 
Azerbaijani banks were facing a decline in liquid assets as a portion of total liabilities and as a 
portion of total assets during 2006–2010 (Table A2.3). The crisis affected cash levels, both 
through an unexpected decline in payments from faltering loans, and from large-scale deposit 
withdrawals by foreign financial institutions, which were themselves facing liquidity shortfalls.  
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Table A2.3: Liquid Assets to Total Liabilities 
 

 Item 2006 2007 2008 2009 2010 
2011 

(June) 
Liquid assets to total liabilities 0.34 0.23 0.20 0.16 0.21 0.19 
Liquid assets to total assets 0.28 0.19 0.17 0.13 0.18 0.15 

Source: Central Bank of Azerbaijan.  
 
11.  In 2009 the Government of Azerbaijan stepped in to alleviate liquidity pressure on banks 
by providing loans. Table A2.4 shows that Central Bank of Azerbaijan (CBA) lending to the 
banking sector as a percentage of total liabilities increased from 1.7% in 2007 to 15.2% in 2009. 
The maturity profile of CBA lending to banks is unclear but the volume of these loans declined 
by more than 50% during the first half of 2011.  
 

Table A2.4: Loans from Central Banks as a Percentage of Total Liabilities 
 

 Item 2006 2007 2008 2009 2010 
2011 

(June) 
Central Bank of Azerbaijan's claims 
on banks (percentage of total 
liabilities) 2.9 1.7 2.7 15.2 13.9 6.4 

Source: Central Bank of Azerbaijan.  
 
12.  International financial institutions (IFIs) such as the European Bank of Reconstruction 
and Development (EBRD), International Finance Corporation (IFC), and others have also 
played a role in funding Azerbaijani banks, though the precise magnitude of their support is 
unknown. The CBA does not report IFI lending per se but provides the amount of loans to the 
banking system from “other financial institutions except banks,” which include loans from IFIs. 
Table A2.5 shows that IFIs and other nonbank lenders have played a steadying and important 
role in maintaining lending from banks in Azerbaijan.  
 

Table A2.5: Loans from Nonbank Financial Institutions 
(% of Total Liabilities) 

 

 Item 2006 2007 2008 2009 2010 
2011 

(June) 
Loans from financial institutions 
other than banks 6.9 10.8 8.9 9.4 9.1 9.6 
 Source: Central Bank of Azerbaijan.  

 
3. Portfolio Quality 

13.  As rapid growth of the loan portfolio and the local effects of the global economic 
slowdown gradually caught up with Azerbaijan’s banking sector, nonperforming loans (NPLs) as 
a percentage of the total portfolio have climbed by more than 150% since 2007 (Table A2.6).  
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Table A2.6: Banking System Nonperforming Loans 
(% of Total Portfolio) 

 

Country 2006 2007 2008 2009 2010 
Azerbaijana 3.2 2.1 2.2 3.6 5.4 
Kazakhstanb 5.2 21.2 23.8 
Turkmenistana 0.6 0.4 0.1 0.1 0.6 

a 30-day basis.  
b 90-day basis.  
Sources: For Kazakhstan and Turkmenistan: International Monetary Fund. 2011. Regional 
Economic Outlook: Middle East and Central Asia. Washington, DC.; for Azerbaijan: Central 
Bank of Azerbaijan.  

 
14.  It is very difficult to find comparable NPL data across countries due to differences in 
calculation methods, but it appears from the limited data presented in Table A2.6 that portfolio 
quality in Azerbaijan is not an outlier either in terms of good or poor performance in the region. 
However, the substantial increase in the loans in arrears during 2006–2010 has had a 
significantly negative impact on Azerbaijani banks.  
 

4. Profitability 

15.  The increase in loan repayment problems, coupled with greater reliance on borrowed 
funds, has ultimately affected banking system profitability by a large measure.  
 

Table A2.7: Banking System Profitability  
(%) 

 

Item 2006 2007 2008 2009 2010 
2011 

(June) 
Return on equity 22.4 19.7 17.3 7.7 3.9 
Return on assets 3.3 2.9 2.6 1.1 0.6 

Source: Central Bank of Azerbaijan.  
 
16.  As a result, return on equity (ROE) and return on assets (ROA) for the banking system 
as a whole have dropped sharply since 2007, from 22.4% to 3.9% at 30 June 2011 for ROE and 
from 3.3% to 0.6% for ROA (Table A2.7).  
 

5. Capitalization 

17.  Despite falling profitability, total capital levels for Azerbaijani banks have increased over 
the 2006 to 2011 period (Figure A2.7) as a result of consistent increases in the paid-up capital 
and retained earnings components of tier 1 capital.  
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Figure A2.7: Banking System Capital Levels 
 

 
Source: Central Bank of Azerbaijan.  

 
18.  The growth of tier 1 capital has been helped by the central bank’s policy, implemented in 
2009, of waiving profit taxes for banks that use the money to increase retained earnings rather 
than pay out dividends. At the same time, however, deteriorating portfolio quality has led to a 
significant increase in risk-weighted assets (RWAs), thus the system-wide capital adequacy 
ratio (CAR) (the total regulatory capital divided by RWAs) fell from a high of 20.0% in 2007 to 
16.3% as of July 2011 (Figure A2.8).  
 

Figure A2.8: Banking System Capital Adequacy Ratios 
 

 
RWA = risk-weighted asset.  
Source: Central Bank of Azerbaijan.  

 
19.  The Azerbaijani banking system is still well-capitalized by international standards. Tier 1 
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sufficient to protect against most shocks, the rapid expansion during 2006–2010 has somewhat 
diminished that cushion and taken a toll upon liquidity, portfolio quality, and profitability.  
 
20.  In response, banks have raised additional capital and are lending out less money than is 
being repaid, thus the balance of loans outstanding slightly declined over the first half of 2011. 
This shrinking of credit availability does not bode well for businesses that rely on bank financing, 
or for the economy as a whole. The extent and duration of the credit contraction will depend in 
part on the government’s injection of capital to increase lending from the state-owned 
International Bank of Azerbaijan (IBA), which accounts for 42% of banking system assets. It will 
also depend on overall economic conditions, which are driven by oil prices and exports as well 
as public expenditure on infrastructure, social programs, and public sector wages (Appendix 1).  
 
C. Private Banking 

21.  One of the expected medium- and long-term outcomes of the ADB project, as 
established in the report and recommendation of the President (RRP),1 includes the “gradual 
reduction of dominant market share of public sector banks.” Only the IBA is considered to be a 
state-owned institution. As of 2006, in addition to the IBA, the government also owned the much 
smaller Kapital Bank, which it sold in 2008. This development, combined with the growth of 
private banks, led to a decline in market share of outright state-owned institutions, from 53% in 
2006 to 38% in 2009. Recently, however, the assets of the IBA have grown faster than those of 
the largest private banks, reversing the downward trend in state dominance of the banking 
sector and bringing its market share back up to 42% (Table A2.8).  
 

Table A2.8: Market Share of State-Owned Banks 
 

 Item 2006 2007 2008 2009 2010 
Assets of state-owned banks (% 
of total banking system assets) 0.53 0.45 0.43 0.38 0.42 
Source: Data for 2006–2009 are from ADB. 2010. Extended Annual Review Report for Private 
Banks and Leasing Companies in Azerbaijan. Manila; ADB. 2006 Report and Recommendation of 
the President to the Board of Directors: Proposed Assistance to Azerbaijan for Private Banks and 
Leasing Companies in Azerbaijan. Manila. Data from 2010 are from the Central Bank of 
Azerbaijan.  

 
22.  The government has also played an important role in the recent Azerbaijani credit boom 
as a direct borrower, mainly to finance oil sector activities. As a percentage of total bank lending, 
government debt accounted for 20% of outstanding debt at the end of 2009, though this 
declined to 8% as of 30 June 2011 (Figure A2.9).  
 

                                                 
1  ADB. 2006. Report and Recommendation of the President to the Board of Directors: Proposed Assistance to 

Azerbaijan for Private Banks and Leasing Companies in Azerbaijan. Manila. 
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Figure A2.9: Bank Loans to the Private and Public Sectors 

 
Source: Central Bank of Azerbaijan. 

 
23.  At the same time, the large quasi-public companies dominate the market with 
monopolistic power. This means that other businesses are largely relegated to the trade and 
services sectors, so private banks are left with a narrow band in which to operate, mainly 
providing consumer and mortgage lending and SME loans in the trade and services sectors.  
  
24.  As public borrowing and the share of lending to the oil industry has declined since 2009, 
data on the sector composition of loans show that the banking system has become more heavily 
invested in trade and services, as well as personal lending, mortgages, and construction (Figure 
A2.10).  
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Figure A2.10: Sector Distribution of Banking System Loans 

 

Source: Central Bank of Azerbaijan.  
 
25.  Given the limited number of corporate clients, and with the demonstration effects of 
AccessBank (an institution established in 2002 with capital from several IFIs and focused on 
micro and small businesses), many banks are now targeting SME customers. The central bank 
estimates that at least 15 banks are now focused on SMEs, and discussions with banks suggest 
that competition for this segment is intense.  
 
26.  While the movement of private bank focus towards SMEs is a positive development, 
there are important factors that are likely to limit growth and profitability. The lack of opportunity 
to lend across the spectrum of economic activity heightens market risks for these banks. At the 
same time, SMEs as a customer segment face growth limitations given the dominance of a few 
firms in key industries. The high level of taxation (Appendix 5) creates strong incentives for 
SMEs to hide transactions, which makes it very difficult for banks to verify income statement 
and balance sheet data.  
 
27.  Banks in Azerbaijan are also limited in SME lending by weak financial infrastructure and 
a lack of options for providing term lending. Deposits in Azerbaijan tend to be short term, as in 
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nonexistent in Azerbaijan. Even term deposits are not actually safe forms of longer-term funding 
for banks in Azerbaijan as banks must pay out term deposits if customers demand withdrawal.  
 
28.  Given the large number of banks in the Azerbaijani banking system, moreover, 
fragmentation makes it difficult for banks to achieve the economies of scale that would increase 
operational efficiency. Table A2.9 shows the percentage distribution of banking system assets 
for the largest 15 banks in Azerbaijan. Except for the IBA, none holds more than 6% of the total.  

 
Table A2.9: Total System Assets Held by Largest 15 Banks 

(%) 
 

Bank System Assets  
International Bank of Azerbaijan 41.6 
Kapital Bank 5.9 
Xalq Bank 4.9 
Bank Standard 4.5 
Technika Bank 3.8 
Pasha Bank 3.9 
AccessBank 2.8 
UNI Bank 2.7 
Demir Bank 2.6 
Bank Respublika 1.9 
Azerbaijanigaz Bank 1.9 
Bank of Baku 1.8 
Mugan Bank 1.6 
Ata Bank 1.6 
Zamin Bank 1.3 

Source: Central Bank of Azerbaijan.  
 
29.  Minimum capital requirements, recently raised to AZN10 million ($12.7 million), are still 
low, allowing ease of entry into the market and creating no incentives for banks to consolidate.  
 
D. Financial Infrastructure  

1. Secured Transactions 

30.  Azerbaijan’s registries for movable and immovable property operate through small 
offices and lack centralized databases that would enable information on asset pledges to be 
efficiently checked online. Instead, all information is held at the location where the property was 
registered, adding time to the process of checking and perfecting pledges. Members of the 
American Chamber of Commerce also report that administration of the registries is slow and 
unofficial payments are routinely required for routine registry functions, especially in the regions 
outside of Baku.2 
 
31.  Banks report that the biggest problem for them is what happens when they are forced to 
repossess pledged collateral. The decision as to whether the bank can execute a guarantee 
must be taken up by the judiciary system in every case. The process of obtaining a decision can 
take 2 years, and there are various ways to delay the enforcement after the court has taken a 
decision in favor of the bank.  
 

                                                 
2  American Chamber of Commerce in Azerbaijan. 2011. Observations and Recommendations for Improving 

Azerbaijan’s Business Climate. Baku. 
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32.  Moreover, the relevant law in Azerbaijan states that repossessed property must be sold 
at public auction, and there are only two companies that can conduct the auction. The officials 
from these companies set a reserve price for the property based on poorly understood criteria; 
the result is that property is often unsold. Even if the property is purchased, the process is a 
long and costly one for banks and ultimately increases the cost of credit.  
 

2. Credit Information 

33.  Credit bureaus generally play a fundamental role in helping banks analyze and price 
credit risk. A well-functioning credit information system, with reliable and complete data that can 
be quickly and cost-effectively accessed, is vital for the development of sound and efficient 
banking systems. It is especially important for small and newer businesses, which often do not 
have acceptable levels of collateral or collateral of sufficiently high quality to secure a loan, but 
could use their good payment history to secure financing at better terms.  
 
34.  There is one credit registry in Azerbaijan and it is operated by the central bank. 
According to the World Bank’s 2011 Doing Business report3, Azerbaijan’s public credit registry 
includes only 7% of the adult population, whereas 13% of adults are included in public credit 
registries in Eastern Europe and Central Asia, and more than 21% are included in private credit 
bureaus. In Organisation for Economic Co-operation and Development (OECD) countries, 61% 
of adults are included in private registries.  
 
35.  There were plans to open the market for credit information to a private registry in 
Azerbaijan, but these plans are on hold, according to the central bank. Allowing private credit 
bureaus to compete in the market for credit information would most likely dramatically improve 
the speed and scope of credit reporting. However, an appropriate framework for the regulation 
of private credit registries is crucial for protecting consumer rights and preventing the 
fragmentation of information among too many registries.  

                                                 
3 World Bank. 2011. Doing Business 2011: Making a Difference for Entrepreneurs. Washington, DC. 
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PRIVATE SECTOR DEVELOPMENT INDICATORS AND RATINGS 
 

Indicator Rating  Justifications and Annotations 
1. Wider Sector and Economy Impact Beyond Intermediaries and Sub-Borrowers 
1.1 Private sector expansion 
and institutional impact: 
1.1.1 Contribution to an 
increased private sector share 
and role in the economy, and to 
sustainable jobs or self-
employment.  
 
1.1.2 Contribution to expanded 
SME lending with good portfolio 
and sub-borrower performance.  
 
1.1.3 Contribution to 
institutional change by 
 (i)  improved supply and 

access generally to formal 
credit and banking service 
to SMEs; and 

(ii)  influencing a more 
enabling environment for 
SMEs via lobby activity, 
policy dialogue, or 
otherwise in which the 
participant bank(s) become 
more engaged.  

 

Partly Satisfactory The sale of Kapital bank in 2007 and growth of private banks 
relative to the remaining state-owned institution, the IBA, led to 
an increased share of private bank assets in the banking 
system, from 47% in 2006 to 58% in 2010. However, in 2009–
2010, the public banking share increased from 38% to 42%.  
 
Total assets of the banking system grew by more than 300% 
during 2006–2010, but this growth was largely the result of the 
economic boom caused by increased oil exports and 
unsustainable government expenditure on infrastructure and 
social programs, and public sector wage increases.  
 
While total household and business bank deposits increased 
very little relative to GDP, the level of household deposits as a 
percentage of economic output has increased, from 4.4% in 
2006 to 6.9% in 2010, and the number of household depositors 
per 1,000 adults has also climbed substantially, from 119 to 338 
over the same period.  
 
Total bank loans increased by 350% during 2006–2010, and 
SMEs are likely to have benefitted from this expansion because 
they rely more heavily on banks for external financing. 
However, the nonperforming portfolio increased by nearly 70% 
as a portion of total loans and credit remained steady in 2011 
as banks tried to recover liquidity, portfolio quality, and 
profitability. The ROE for the banking system dropped from 
22.4% in 2007 to 3.9% at 30 June 2011, but banks are 
sufficiently capitalized.  
 
At Bank Respublika, during 2006–2010 the percentage of the 
portfolio with loan balances greater than $313,000 increased 
from 33% to 49%, the number of larger loans doubled, and the 
average balance for loans greater than $313,000 increased 
from about $540,000 to $817,000, thus implying a focus away 
from SMEs.  
 
 ADB subloans were generally extended to larger borrowers, 
with an average loan of $810,0001 million compared to the 
range of $1,000–$100,000 envisaged in the RRP.  
 
Bank Respublika participates actively in various associations. It 
is a member of the board of the Azerbaijan Bank Association, 
National Confederation of Entrepreneurs of Azerbaijan, and the 
American Chamber of Commerce in Azerbaijan (AmCham) and 
the German-Azerbaijan Economic Alliance.  
 

1.2 Competition: Contribution 
to new competition in SME 
business among local banks 
(including new product and 
service offerings, local-currency 
products) and/or contribution to 
increased competition in key 
sub-borrower markets.  
 

Satisfactory Stakeholders report that competition among banks for SME 
clients is intense. The number of bank branches within and 
outside Baku has each increased by more than 50%, so there is 
much greater physical access to the banking system.  
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Indicator Rating  Justifications and Annotations 
1.3 Innovation: Contribution to 
new ways of offering effective 
banking services to SMEs 
(including new products, 
services, and technologies) in 
ways that are replicated by 
other banks and in the financial 
system. (See 2.2.) 
 

Partly Satisfactory Bank Respublika recently developed a micro credit program 
with support from the German Azerbaijan Fund. The bank 
needs to focus on liquidity management and sources of funds.  

1.4 Linkages: Contribution to 
local savings and deposits 
mobilization via networks of 
participating bank(s), and/or 
relative to size of subportfolios; 
contribution to notable 
upstream or downstream link 
effects on sub-borrowers’ 
businesses in their industries or 
the economy.  
 

Satisfactory Bank Respublika is a member of international payment systems 
MasterCard International and VISA International. The bank is 
connected to money transfer systems Western Union, Coinstar, 
Contact, PrivatMoney, Bistraya Pochta, Blizko, Xpress Money, 
Allur, and Zolotaya Korona. Bank Respublika has also built 
correspondent relations with a number of local and foreign 
banks.  

1.5 Catalytic element: 
Contribution to mobilization of 
other local or international 
financing to SMEs, and by 
positive demonstration to 
market providers of debt and 
risk capital to SMEs.  
 

Partly Satisfactory Bank Respublika’s MSME lending increased by $22.7 million 
between 2006 and 30 June 2011, which is lower than the $39.2 
increase in corporate lending over the same period. It is not 
certain whether this provided a demonstration effect for the 
market or led to a larger increase in MSME lending, though 
competition among banks for MSMEs has become much 
stronger.  

1.6 Affected laws, 
frameworks, and regulations: 
Contribution to improved laws, 
regulations, and inspection 
affecting formal SME banks 
and banking services to SMEs 
in the local financial system.  
 

Partly Satisfactory Bank Respublika participates actively in various associations 
including the board of the Azerbaijan Bank Association, 
National Confederation of Entrepreneurs of Azerbaijan, and the 
American Chamber of Commerce in Azerbaijan (AmCham), but 
it is unclear what effect, if any, this participation has had on the 
legal and regulatory framework for banking.  

1.7 Wider demonstration of 
new standards: Contribution 
to raised standards in the 
finance sector or in sub-
borrower industries and sectors 
in corporate governance, 
transparency, and stakeholder 
relations.  
 

Satisfactory To ensure compliance with anti-money-laundering regulations, 
Bank Respublika is working with a special agency of the CBA, 
the Financial Monitoring Service, to set rules and criteria 
governing cash operations to detect and prevent suspicious 
transactions. It is the first bank in Azerbaijan to implement all 
recommendations of the Financial Monitoring Service.  

2. Participant Banks and Sub-Borrower Impact 
2.1 Skills with wider impact 
potential: (i) Contribution to 
improved SME credit approach 
at all stages in the participant 
bank(s) in ways that will be 
replicated by other providers of 
SME finance and banking 
services; (ii) contribution via the 
participant bank(s) to improved 
sub-borrower skills in operation 
of their businesses, e.g., via 
good appraisal, conditioning, 
and monitoring by the bank(s) 
 

Satisfactory Bank Respublika is reportedly unique among Azerbaijani banks 
in that it did not develop its own software or hire a local firm but 
invested in Oracle Flexcube, a comprehensive banking solution, 
to manage information and transactions. The system has 
decreased operational risk and provides fully integrated and 
automated reports on virtually every aspect of the banking 
business.  
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Indicator Rating  Justifications and Annotations 
2.2 Demonstration and new 
standards-setting potential: 
As evident in affected and 
achieved standards in 
corporate governance and 
transparency, stakeholder 
relations, and in ESHS 
spheres.  
 

Satisfactory Bank Respublika has a relatively good corporate structure with 
25% ownership participation from German financial institutions 
that are represented on its board, along with two independent 
members. Bank Respublika also has a consistent and thorough 
process for filtering out environmentally damaging activities 
among its borrowers’ uses of loan proceeds.  

Overall Rating 
 

Partly Satisfactory Banking sector growth was fueled by government spending of 
oil revenues. Private banks gained market share but it is not 
known how many of these are independent from the 
government. MSME growth suffers from important structural 
constraints linked to corruption, tax policy, and a monopolistic 
economy that limits activities of MSMEs. ADB funds were 
onlent with short tenors to large borrowers but Bank Respublika 
has played a role in the growing competition for MSME 
business. 

ADB = Asian Development Bank, ESHS = environmental, social, health, and safety, GDP = gross domestic product, 
IBA = International Bank of Azerbaijan, MSME = micro, small, and medium-sized enterprise, ROE = return on equity, 
RRP= report and recommendation of the President, SME = small and medium-sized enterprise. 
Source: Independent Evaluation Mission. 



46 Appendix 4  
 

 

BANK RESPUBLIKA ASSESSMENT 
 
A. Ownership and Governance 

1.  Bank Respublika, established in 1992, is a universal bank providing various consumer 
and business loan products, demand and term deposits, plastic cards, money transfer, cash and 
settlement, and other types of services. The bank has a long history of cooperation with 
international financial institutions (IFIs) in various funding and technical assistance capacities. 
Deutsche Investitions- und Entwicklungsgesellschaft (DEG), a member of the KfW banking 
group, and Sparkassen International Development Trust (SIDT), a member of the Sparkassen-
Finanzgruppe financial group, have owned a combined 25% share of Bank Respublika since 
2005. Bank Respublika prominently associates its brand with German ownership. The bank is 
majority (75%) owned by the Gouliyev family (Table A4.1).  
 

Table A4.1: Bank Respublika Ownership 
(%) 

 
Current Shareholders Ownership 

DEG 16.7 

Natik Gouliyev 16.7 

Elchin Gouliyev 15.2 

Sevda Gouliyeva 14.5 

Saday Gouliyev 14.4 

Mariya Gouliyeva  14.1 

SİDT 8.3 

Others               0.2% 
DEG = Deutsche Investitions- und Entwicklungsgesellschaft, 
SIDT = Sparkassen International Development Trust. 
Source: Bank Respublika.  

 
2.  Bank Respublika’s governance is led by a supervisory board that includes one 
representative each from DEG and SIDT, two independent members, and one member who 
represents the shareholders' committee, made up of the Gouliyev family owners. The 
supervisory board meets once each quarter and has five committees reporting to it—audit, risk, 
human resources, assets and liabilities, and information technology.  
 
3.  At the executive level, Bank Respublika has a five-member executive board whose 
members are responsible for operations, internal controls, credit, treasury and finance, and risk 
management. The chair of the executive board is responsible for the management of the other 
executive board members and therefore all of the bank’s operations.  
 
4.  Deloitte has been the external auditor for Bank Respublika since 2005. For the last 
several years the audit report has been qualified because of office buildings that are stated at 
cost in the balance sheet and a revaluation has not been completed to determine their fair 
market value.  
 
B. Market Position and Growth 

5.  Bank Respublika is the 10th largest bank in Azerbaijan as of 31 July 2011, with assets of 
$374.0 million, or 2.24% of the banking system. Although Bank Respublika has tripled in size 
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since the end of 2006, its growth has been very uneven (Figure A4.1). In just 2 years (2007–
2008) the bank more than quadrupled assets and loans, before falling back in 2009 and 2010, 
to near-2007 levels.  
 

Figure A4.1: Evolution of Bank Respublika Assets, Loans, and Deposits 

 
Source: Bank Respublika.  

 
6.  Over the entire 2006 to 30 June 2011 period, Bank Respublika’s share of total banking 
system assets fell by 0.7 percentage points and its share of loans fell by 1.5 percentage points, 
whereas deposits as a share of industry total increased slightly (Table A4.2).  
 
Table A4.2: Bank Respublika’s Share of Banking System Assets, Loans, and Deposits 

(%) 
 

 Item 2006 2007 2008 2009 2010 
2011  
(July) 

Assets 2.9 3.7 3.7 2.9 1.9 2.2 
Loans 3.3 3.5 3.7 2.4 1.8 1.8 
Deposits 2.3 3.2 3.3 3.7 2.1 2.5 

Source: Bank Respublika.  
 
7.  At the same time, although Bank Respublika closed some of the new branches it opened 
between 2006 and 30 June 2011, it has still doubled its number of outlets (Figure A4.2). Nine 
out of the 16 new branches that have remained open are in the regions outside of Baku. This 
growth means that 6% of all bank branches operating outside Baku belonged to Bank 
Respublika as at the end of 2010, compared to 4% in 2006.  
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Figure A4.2: Bank Respublika’s Branch Network 

 
No. = number. 
Source: Bank Respublika.  

 
8.  The percentage of total deposits from Bank Respublika branches outside of Baku 
increased from 3% in 2006 to 8% 2010, while loans increased from 16% in 2006 to 33% in 2010.  
 
C. Financial Performance 

1. Liquidity and Sources of Funds 

9.  After Bank Respublika’s growth peaked in 2008, loans fell by 25% and assets by 10% in 
2009. In 2010 Bank Respublika’s loan balances lost another 19%, assets fell by 26%, and 
deposits shrank by 33% (Figure A4.3).  
 

Figure A4.3: Growth of Bank Respublika Assets, Loans, and Deposits 

 
Source: Bank Respublika.  
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10.  The sudden rise and fall of Bank Respublika’s balance sheet was due mainly to the 
repayment of a $49 million loan to Raiffeisen Bank in 2009. Figure A4.4 shows the large decline 
in foreign borrowings that year.  
 

Figure A4.4: Bank Respublika Liabilities

 
Source: Bank Respublika.  

 
11.  In response to both this huge cash outflow and emerging problems in its portfolio quality, 
Bank Respublika stopped making new loans and cut its loan portfolio by 25% in 2009 and by 19% 
in 2010. Since it had significantly curtailed lending, Bank Respublika decided to cut term deposit 
rates, which resulted in customers withdrawing one-third of total deposits in 2010.  
 
12.  Given these large swings in assets and liabilities, Bank Respublika’s liquidity position 
has been highly volatile over the last several years. Figure A4.5 presents two liquidity ratios—
the loans to deposits (LTD) ratio and the liquid assets to total liabilities ratio. The LTD ratio hit 
an extreme high of 192% in 2008, falling sharply to 122% in 2009, before swinging back up and 
then back down again. Similarly, the ratio of liquid assets to total liabilities has fluctuated within 
a wide range of between 18% and 49% since 2007, as is also shown in Figure A4.5.  
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Figure A4.5: Bank Respublika Loans to Deposits Ratio  
and Liquid Assets to Total Liabilities Ratio 

 
Source: Bank Respublika.  

 
13.  The volatility of Bank Respublika’s liquidity indicators reflects the lack of an adequate 
strategy for managing short- and long-term liabilities to match lending, and vice versa. The large 
fluctuation in liabilities is also the result of Bank Respublika’s over-reliance on debt to finance 
portfolio expansion during 2006–2008. Figure A4.6 shows that debt constituted nearly 60% of 
total liabilities in 2008, when deposits were just under 40%. Since that time, however, these 
proportions have been reversed, and deposits accounted for nearly 60% of liabilities at 30 June 
2011.  
 

Figure A4.6: Bank Respublika Deposits and Borrowings  
(as % of Total Liabilities) 

 
Source: Bank Respublika.  

 
14.  The increase in deposits in 2010, both in dollar terms (Figure A4.6) and as a percentage 
of total liabilities, was because Bank Respublika’s rates became more competitive again.  
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2. Portfolio Quality 

15.  After the fourfold increase in lending during 2006–2008, Bank Respublika’s portfolio 
quality began to show signs of a lapse in underwriting standards and performance monitoring 
practices, coupled with the effects of the global financial crisis. Nonperforming loans (NPLs) 
rose by more than 357% as a percentage of the total loan portfolio in 2009. As per Table A4.3, 
only 1.2% of Bank Respublika’s loans were in arrears past 90 days at the end of 2008, whereas 
that number jumped to 5.8% by the end of 2009.  
 

Table A4.3: Bank Respublika Nonperforming Loan Ratio 
(%) 

 

 Item 2006 2007 2008 2009 2010 
2011 
(July) 

Loans past due > 90 days / gross loans 0.3 0.6 1.2 5.8 6.5 4.0 
Note: The NPL ratio was calculated based on data submitted by Bank Respublika for total balances on loans past 
due 90 days or more, and the gross loan portfolio. The total balance of NPLs past due by 90 days or more was 
divided by the gross portfolio to determine the NPL ratio, as per the standard definition established in IMF. 2008. 
Compilation Guide on Financial Soundness Indicators. Washington, DC, and its amendments.  

Source: Bank Respublika.  
 
16.  The increase in arrears continued in 2010, when NPLs reached 6.5% of the total 
portfolio. Bank Respublika wrote off $5.7 million in bad loans in 2010, and its NPL ratio 
improved to 4.0% in 2011.  
 

3. Profitability 

17.  The effects of Bank Respublika’s dramatic drop in funding (and lending) during 2009–
2010, along with the deterioration of its loan portfolio quality, took a toll upon profitability.  
 
18.  Bank Respublika’s returns turned negative in 2010, when the bank recorded a loss of 
about $2.8 million. However, the bank has recovered and returned 13.5% on equity and 2.6% 
on assets in the first 7 months of 2011, compared to 3.9% return on equity and 0.6% return on 
assets for the banking system (Table A4.4).  
 

Table A4.4: Bank Respublika Profitability Measures 
 

 Item 2006 2007 2008 2009 2010 
2011 
(July) 

Bank Respublika net profit (AZN'000) 2,346 5,088 10,442 8,545 (2,329)  
Provisions for loan loss impairment 
(AZN'000) 

935 2,280 6,574 3,055 5,696  

Provisions for loan loss impairment (% of 
total loans) 

1.23 1.43 2.52 1.55 3.61  

Return on equity Bank Respublika (%)  37.9 36.4 16.2 (4.3) 13.5 
Return on equity system-wide (%)  22.4 19.7 17.3 7.7 3.9 
Return on assets Bank Respublika (%)  3.8 3.9 2.2 (0.7) 2.6 
Return on assets system-wide (%)  3.3 2.9 2.6 1.1 0.6 

( ) = negative.  
Source: Bank Respublika and CBA.  
 
19.  Bank Respublika’s return to profitability since the end of 2010 is primarily the result of a 
large increase in the spreads between its average deposit and lending rates (Table A4.5), along 
with increased fees and commissions, higher than expected recovery of impaired loans, and a 
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growing portfolio of improved quality. However, it is not clear if the high levels of interest rate 
margins are sustainable over the longer term.  
 

Table A4.5: Margins between Average Lending and Time Deposit Rates 
(%) 

 

Currency 2006 2007 2008 2009 2010 
2011 
(July) 

Domestic currency  6.93   5.98   5.43   2.48   1.97   6.56  
Foreign currency  8.59   9.24   7.90   6.53   8.21  10.27  
Source: Bank Respublika.  

 
4. Capital Adequacy 

20.  To maintain sufficient liquidity and capital adequacy levels, Bank Respublika raised 
nearly $19 million from shareholders in 2009 and 2010. Bank management maintains that it did 
not borrow or take an equity investment from the government to weather the financial crisis.  
 
21.  Figure A4.7 presents the evolution of Bank Respublika’s tier 1 and tier 2 capital from 
2006 to 30 June 2011.1 Bank Respublika has increased its tier 1 capital by raising additional 
funds from shareholders during 2006–2010. Bank Respublika’s total capital shrank by 12.5% in 
2010.  
 

Figure A4.7: Evolution of Regulatory Capital 

 
              Source: Bank Respublika. 
 
22.  Table A4.6 presents Bank Respublika’s capital adequacy ratios, which improved 
significantly in 2009–2010 with the reduction of the loan portfolio. The ratio of tier 1 capital to 
risk-weighted assets was 16.7% in 2010, significantly greater than the Central Bank of 
                                                 
1  According to the Basel Capital Accord published by the Basel Committee on Banking Supervision, tier 1 capital 

consists of paid up capital and retained earnings, plus some other equity-like securities (e.g., hybrid debt–equity 
instruments that can support losses on an ongoing basis without triggering bank liquidation). Tier 2 capital includes 
undisclosed reserves, revaluation reserves, general provisions, other hybrid debt–equity instruments, as well as 
subordinated term debt. 
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Azerbaijan (CBA) requirement of 5.0% and Basel II requirement of 4.0%. Total regulatory capital 
including tier 1 and tier 2 as a percentage of risk-weighted assets was 25.7% in 2010, also well 
above CBA (10.0%) and Basel II (8.0%) norms.  
 

Table A4.6: Bank Respublika Capital Adequacy Ratios, 2006–2010 
(%) 

 

CAR 2006 2007 2008 2009 2010 
Tier 1 CAR 7.8 7.0 7.8 14.9 16.7 
Total CAR 13.8 13.4 15.1 27.3 25.7 

CAR = capital adequacy ratio.  
Source: Bank Respublika.  

 
D. Portfolio Structure 

23.  Bank Respublika has four types of loan products—consumer loans, micro loans, small 
and medium-sized enterprise (SME) loans, and corporate loans. Consumer loans are retail 
loans, including credit cards and loans for purchasing homes, vehicles, vacation travel, and 
education, and for gold pawn lending. It is not clear if Bank Respublika has limits on the size of 
consumer loans. Consumer loans constitute about 42% of the loan portfolio as of 30 June 2011 
(Table A4.7).  
 
24.  Bank Respublika offers business loans to micro enterprises, SMEs, and corporate 
clients. The bank classifies business loans of AZN5,000 ($6,354) or less as micro loans, and 
business loans of AZN5,000–AZN300,000 ($381,000) as SME loans (starting from 2008 the 
maximum amount of the micro loans has been changed to AZN10,000). Business loans of more 
than AZN300,000 are classified as corporate loans.  
 
25.  When the term facility agreement with the Asian Development Bank (ADB) was signed in 
December 2006, Bank Respublika was concentrated in SME lending which, along with a small 
amount of micro loans, made up about 48% of its total portfolio. By 2008, Bank Respublika had 
shifted heavily toward consumer lending and towards somewhat higher corporate lending (Table 
A4.7).  
 

Table A4.7: Portfolio Breakdown by Loan Product 
(%) 

 

Loan Type 2006 2007 2008 2009 2010 
2011 
(July) 

Consumer loans 32 40 49 45 37 42 
SME and micro loans 48 35 23 22 26 31 
Corporate loans 20 25 28 33 37 27 
SME = small and medium-sized enterprise.  
Source: Bank Respublika.  

 
26.  Given the rate of portfolio growth over 2007–2008, the proportional shift toward 
consumer lending and corporate lending translated into large increases in the volume of credit 
of those two product lines (Figure A4.8).  
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Figure A4.8: Portfolio Size by Product Type  

 
SME = small and medium-sized enterprise.  
Source: Bank Respublika.  

 
27.  Micro, small, and medium-sized enterprise (MSME) lending also increased over the 
high-growth period, but by significantly less than the other products. In late 2008, when Bank 
Respublika’s lending began to decline steeply, consumer loans were hit hardest, though MSME 
and corporate lending also fell. At the end of 2010, MSME loans at Bank Respublika were about 
$50.6 million, compared to $40.0 million in 2006 (Figure A4.8). That number had increased to 
nearly $63.0 million as of 30 June 2011, however, as a shift in Bank Respublika’s strategy took 
effect, and the volume of consumer and MSME loans increased at about the same rate, while 
corporate loans declined.  
 
28.  During 2006–2010 the percentage of the portfolio representing larger corporate loans 
increased from 20% to 37%, and that representing SME and micro loans decreased from 48% 
to 26%.  
 
E. ADB Subloans  

29.  On 12 December 2006, ADB and Bank Respublika entered into a 5-year $4.0 million 
senior secured term loan facility agreement. An additional loan of $10 million was granted in 
December 2007 as subordinated debt to strengthen Bank Respublika’s capital adequacy level.  
 
30.  As it relates to the size and purpose of the subloans that could be funded from the ADB 
facility, the report and recommendation of the President (RRP) 2  states that "subloans are 
envisaged to range between $1,000 and $100,000 per loan, with a corresponding free limit of 
$100,000." 
 
31.  The term facility agreement between ADB and Bank Respublika placed few restrictions 
on the bank in terms of the subloans and sub-borrowers eligible for onlending from the ADB 
facility. It required that sub-borrowers not be majority owned or controlled by government, and 

                                                 
2  ADB. 2006. Report and Recommendation of the President to the Board of Directors: Proposed Assistance to 

Azerbaijan for Private Banks and Leasing Companies in Azerbaijan. Manila. 
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that subloans be for activities in the production, services, trade, or agriculture sectors and not 
exceed any maximum limit placed upon Bank Respublika either by its supervisory board or by 
the CBA.  
 
32.  The loans that Bank Respublika made from ADB funds are shown in Table A4.8. The 
first loan was originally granted in 2006 from Bank Respublika’s own funds, then refinanced with 
ADB funds in 2007. The data in Table A4.8 indicates that ADB subloans were generally 
extended to large corporate borrowers. The average subloan size of about AZN810,000 ($1 
million) is many times larger than the range of $1,000–$100,000 envisaged in the RRP. The 
average tenor of ADB subloans was 2–3 years, thus Bank Respublika did not use the 5-year 
ADB loan to provide its customers with longer-term financing.  
 

Table A4.8: ADB Subloans 
(AZN) 

 

Borrower 2006 2007 2008 2009 2010 2011 Total 
BAYEL  211,325  79,790  291,115 
Mugan Sement   2,600,000  2,600,000 
SilkWay Motors   591,710  591,710 
AG Telecom   298,369   298,369 
Zeynalov Kh. M.         269,863   269,863 
Total  211,325   3,191,710  0  0  79,790  568,232   4,051,057 
       Average Amount per Borrower   810,211 
Source: Bank Respublika.  
 
33.  Bank Respublika reports that none of the ADB-funded subloans have ever had any 
repayment problems. While the good performance of these subloans is a positive outcome for 
the project, the size of the loans made with ADB funds raises doubts about the project’s 
effectiveness in reaching its development objectives related to encouraging the growth of small 
businesses.  
 
34.  At the same time, the subordinated loan of $10 million was used to augment Bank 
Respublika’s regulatory capital so that it could expand lending. At the end of 2006, Bank 
Respublika had $13.6 million in total capital, $5.8 million of which was tier 2. The bank’s total 
capital adequacy ratio (CAR) was 13.8% in 2006. ADB’s subordinated loan helped Bank 
Respublika raise its tier 2 capital substantially in 2007. Even with this subordinated loan, the 
bank’s CAR actually declined slightly in 2007, as lending had grown by 126% that year. Thus, 
without the subordinated debt financed by ADB, Bank Respublika would have been in a much 
weaker capital position and could not have continued to safely expand lending.  
 
35.  Bank Respublika made all principal and interest payment on the $4.0 million on time 
(Table A4.9) and is scheduled to remit the final payment in March 2012. Bank Respublika 
started making interest payments on the $10 million subordinated loan in 2008, and has since 
paid $2.8 million in interest as scheduled. The bank will begin principal repayments in 2013.  
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Table A4.9: Bank Respublika’s Principal and Interest Payments 
($) 

 

$4 million Senior 
Secured Loan   $10 million Subordinated Debt 

Date Principal Interest Date Interest 
6 Sep 2007  400,000  170,640  23 Jun 2008 553,844 
7 Mar 2008  400,000  177,359  23 Dec 2008 464,195 
8 Sep 2008  400,000  115,818  22 Jun 2009 397,556 
6 Mar 2009  400,000  102,826  21 Dec 2009 362,041 
8 Sep 2009  400,000   72,993  21 Jun 2010 325,774 
8 Mar 2010  400,000   48,900  21 Dec 2010 343,366 
7 Sep 2010  400,000   36,877  21 Jun 2011 326,447 
8 Mar 2011  400,000   28,019  
Total  3,200,000  753,432  2,773,223 

Source: ADB.  
 
F. Credit Products and Processes 

1. Products 

36.  Bank Respublika has four types of loan products—consumer loans, micro loans, SME 
loans, and corporate loans. Consumer loans are retail loans, including credit cards and loans for 
purchasing homes, vehicles, vacation travel, and education, and for gold pawn lending. Bank 
Respublika has limits on the size of consumer loans based on type.  
 
37.  Bank Respublika offers business loans to micro enterprises, SMEs, and corporate 
clients. The bank classifies business loans of AZN5,000 ($6,354) or less as micro loans, and 
business loans of AZN5,000–AZN300,000 ($381,000) as SME loans (starting from 2008 the 
maximum amount of the micro loans has been changed to AZN10,000). Business loans of more 
than AZN300,000 are classified as corporate loans.  
 

2. Credit Underwriting 

38.  To assess a client’s solvency and ability to repay, loan officers conduct an analysis of 
the client's balance sheet and income statement, and create cash flow projections for project 
financing and seasonal or agricultural activity.  
 
39.  A visit to the client's place of business is conducted to obtain or verify information about 
business activities, customers, supplies, and local competition. Loan officers also take photo or 
video images of the business, the collateral offered, and the prospective borrower's home.  
 
40.  As part of the credit underwriting process, loan officers are trained to examine borrower 
activities for potential environmental effects and check them against both an exception list and a 
list of permitted subsectors that commonly pose environmental risks, such as construction; food 
processing; and timber, paper, chemical, and metallurgical industries. Clients whose activities 
may cause damage to the environment are required to show proof of compliance with local 
environmental regulations, and loan officers must prepare a questionnaire during loan 
preparation to determine if additional environmental assessment is required.  
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41.  The central bank's loan registry is consulted to determine if the client has any other 
loans outstanding and to provide data about their credit history. The documentation of this 
assessment is gathered and summarized in a memorandum for the credit committee.   
 

3. Collateral 

42.  All loans must be guaranteed with collateral. For its best customers Bank Respublika 
requires that collateral covers 140% of loan value, depending on the type of collateral. Prior to 
the nonperformance problems the bank encountered in 2008, collateral coverage was about 
120%.  
  
43.  Bank Respublika conducts an internal assessment of collateral value for loans of less 
than AZN10,000. For larger loans, collateral is appraised by an independent company approved 
by the executive board. The risk management department also assesses the resulting appraisal.  
 

4. Loan Approvals 

44.  The first loan review takes place at the branch credit committee level, which is generally 
made up of the branch manager and 2 loan officers of the branch. Different branches have 
different approval limits, but they are not greater than AZN50,000.  
 
45.  For loans that exceed the local branch approval limit, the credit department’s loan 
evaluation unit verifies the information and analysis carried out at the branch level, and the 
memorandum is circulated among the credit department’s credit analysts as well as the legal 
and risk management departments. If there are no objections among these departments, the 
application is presented at the appropriate credit committee meeting. The loans over the branch 
limit and up to AZN 50,000 are reviewed by one member of the executive board, branch 
relationship department director and credit director. 
 
46.  For loans of AZN50,000–AZN300,000, a five-member credit committee reviews the 
application, including three members from the executive board (chair, deputy chair, and the 
chair responsible for the risk management department), as well as the credit director. Loans 
larger than AZN300,000 must be reviewed by all five members of the executive board along 
with the credit department director and bank security department director. The supervisory 
board also reviews applications for loans larger than AZN1,000,000.  
 

5. Pricing  

47.  Branches set or recommend loan pricing based on product guidelines from the credit 
department and considering local market conditions and customer history. The credit 
committees set pricing considering the recommendation of the branches and their own 
assessment of market conditions and customer history.  
 

6. Monitoring 

48.  Loan monitoring is carried out quarterly through regular visits to the borrower, and 
generally involves verification of the use of funds, status of collateral, and financial analysis. 
Branch staff monitor loans up to AZN100,000. The credit department’s monitoring unit is 
responsible for directly monitoring loans above AZN100,000. Due to insufficient staff time, 
however, the credit department often relies on branch staff to monitor some loans greater than 
AZN100,000, and monitoring of current loans up to AZN50,000 is not carried out each quarter.  
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7. Role of the Credit Department 

49.  The credit department is responsible for credit risk management and monitoring credit 
quality. Its methodology group develops new loan products, prepares internal procedures and 
regulations, and organizes meetings of the credit committee.  
 
50.  The loan evaluation section assesses applications for loans that exceed branch approval 
limits and presents them at credit committee meetings. The credit department's monitoring unit 
also conducts emergency monitoring of problem loans. The loan control section of the credit 
department ensures that the information from approved loan applications is complete and 
accurate, and supervises loan administrators at the branches who enter data into the 
management information system. The portfolio analysis group is responsible for preparing 
reports and analyzing portfolio developments.  
 
51.  The credit department is also responsible for loan officer training. The process of loan 
officer training includes 52 hours of classroom instruction on loan products, direct marketing, 
credit technology, analysis of financial statements, and cross-checking of collected information. 
Time is also allocated for case studies, loan monitoring, and the bank’s information system. 
Training for ongoing staff is conducted periodically depending on the need, based on new 
policies or products, or problems the credit department has identified. Trainers are mainly 
internal credit department staff, except for the micro lending technology training which is 
provided by external consultants with support from the German Azerbaijan Fund.  
 
G. Risk Management 

52.  Bank Respublika’s risk management department consists of four employees handling 
identification, assessment, and mitigation of financial (credit, market, currency, liquidity, and 
interest rate), operational, and legal risk, with an additional employee in the recruitment process. 
Except for the manager, the risk department is made up entirely of new staff as all of the 
existing personnel left in the first half of 2011 to go to other banks and a cellular telephone 
company.  
 
53.  Given the sudden growth of NPLs in 2009, risk management staff are focused on 
analyzing the loan portfolio to set lending limits based on the riskiness of and existing exposures 
to loans by geography, collateral type, loan product, amount, maturity, and currency.  
 
54.  The risk department also takes part in reviewing loan applications that exceed branch 
limits and examining risks related to collateral, reputational, and environmental factors.  
 
55.  Given the currency structure of its balance sheet, Bank Respublika’s risk management 
staff are also focused on analyzing the bank’s potential currency gap under different scenarios. 
The department then offers recommendations to the credit committee with respect to lending 
limits in dollars, for example, or rates being offered on euro deposits. To help manage currency 
risk the department also works with treasury to effect currency swaps with international banks.  
 
56.  Liquidity ratios are calculated by the risk management department on a daily basis to 
maintain internal minimum liquidity standards across different types of assets. The department 
also has responsibility for analyzing all bank procedures to ensure compliance with anti-money- 
laundering regulations. Bank Respublika is working with a special agency of the CBA, the 
Financial Monitoring Service, to set rules and criteria governing cash operations to detect and 
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prevent suspicious transactions. It is the first bank in Azerbaijan to implement all of the 
recommendations of the Financial Monitoring Service.  
 
57.  Bank Respublika’s Business Continuity Plan has not been updated recently. The staff 
member currently being recruited by the risk management department will focus on operational 
risk.  
 
58.  Bank Respublika is working with a consultant financed by the European Fund of 
Southeast Europe to improve credit risk management throughout the credit cycle. The 
recommendations coming from this work focus on improving underwriting by ensuring that the 
requirement of visiting the borrower’s home and place of business is carried out during the 
analysis of the loan application, and registering financial data from previous analyses in the 
management information system in order to use historical analysis when preparing the loan file. 
Loan monitoring policies and practices have also been highlighted as needing improvement, for 
example by requiring branch managers to monitor the portfolio at risk on a daily basis and take 
appropriate measures immediately, depending on the size of the loan, quality of collateral, and 
risk profile of the borrower.  
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MICRO, SMALL, AND MEDIUM-SIZED ENTERPRISE SECTOR OVERVIEW 
 
A. Size of the Micro, Small, and Medium-Sized Enterprise Sector and Employment 

Contribution 

1.  There is a definition for small and medium-sized enterprises (SMEs) in Azerbaijan but no 
official definition for micro enterprises. The Cabinet Council Decree on Criteria for Defining 
Small and Medium Enterprises Based Upon the Economic Activity, dated 20 April 2004, defines 
legal entities as “small business units” (presumably encompassing both small and medium-
sized enterprises, given the name of the decree) based on number of employees and annual 
turnover, with different thresholds for different industries (Table A5.1).  
 

Table A5.1: Definition of Small Business Units According to Cabinet Council Decree 
 

Economic Activity 
Maximum No. of 

Employees Annual Sales Turnover (AZN) 
Construction and industry 39 200,000 
Agriculture 14 100,000 
Wholesale trade 9 300,000 
Others 4 100,000 
Source: IFC. 2009. Study of Small and Medium Enterprises in Azerbaijan. Washington, D.C.  

 
2.  Neither the Ministry of Economic Development, the State Statistical Committee, nor the 
Central Bank of Azerbaijan publishes information based on these definitions. The report and 
recommendation of the President (RRP)1 for the private banks and leasing companies project 
does not include a definition for micro, small, or medium-sized enterprises (MSMEs) either.  
 
3.  Given the lack of a standard definition in practice and the dearth of available data, 
estimates of the size of the MSME sector must be pieced together based on a variety of sources. 
In 2009, the World Bank surveyed a representative sample of 380 businesses in the formal 
private economy in Azerbaijan as part of the fourth Business Environment and Enterprise 
Performance Survey. The survey suggests that more than 80% of formal firms are of small or 
medium size, as defined by number of employees (1–19 for small firms and 20–99 for medium-
sized enterprises). 2  The sample covers the manufacturing, services, transportation, and 
construction sectors; it does not include agriculture, public utilities, government services, health 
care, or financial services.  
 
4.  Using the finding from the World Bank survey that 80% of formal businesses in the 
manufacturing, services, transportation, and construction sectors are SMEs, the percentage of 
the labor force employed by SMEs can be estimated based on the assumption that 70%–90% 
(80% being the mid-point of the range) of all businesses in Azerbaijan are SMEs.  
 
5.  The State Statistical Committee publishes data on the distribution of the employed 
population by the type of employer, as distinguished by the categories listed in Table A5.2.  
 
  

                                                 
1 ADB. 2006 Report and Recommendation of the President to the Board of Directors: Proposed Assistance to 

Azerbaijan for Private Banks and Leasing Companies in Azerbaijan. Manila. 
2  World Bank. 2010. Enterprise Survey: Azerbaijan 2009. Washington, DC. http://www.enterprisesurveys.org/Explore 

Economies/?economyid=14&year=2009  



Appendix 5 61 
 

 

Table A5.2: Total Number of Employed Persons 
 

Area of Employment  
Workers 

('000) 
% of 
Total 

Government 1,150.7 27 
Private organizations 2,174.8 50 
Enterprises with foreign investment and joint enterprises 61.3 1 
Religious persons 29.5 1 
Self-employed persons 912.8 21 
Total 4,329.1 100 

            Source: Republic of Azerbaijan State Statistical Committee.  
 
6.  Applying the assumption that 70%–90% of the private organizations in Table A5.2 are 
SMEs, an estimated 35%–45% of workers in Azerbaijan are engaged by formal SMEs.  
 
7.  Also, some portion of the self-employed workers in Azerbaijan are informal employees of 
MSMEs and some are micro entrepreneurs. There is no way to estimate how many of the self-
employed are engaged by MSMEs. If 75% of self-employed people work for MSMEs, then the 
total estimate of workers engaged by formal SMEs increases to about 50%–60%.  
 
8.  Given the lack of data, it is not possible to derive an estimate of the contribution of 
MSMEs to Azerbaijan’s gross domestic product (GDP) within a reasonable margin of error. 
However, the fact that MSMEs provide such a large share of employment indicates the 
importance of their role in the Azerbaijani economy. Understanding and removing the 
considerable constraints on the growth and development of MSMEs in Azerbaijan is key to 
building an economy led by the private sector.  
 
B. Business Activities 

9.  MSMEs may play an important role in generating employment in Azerbaijan but their 
scope of activities and opportunities for growth are limited both by monopoly control of much of 
the Azerbaijani economy and by the conditions that severely restrict their access to finance.  
 
10.  While there is no specific data to determine the sectors of the economy in which MSMEs 
are most active, it appears that they are predominantly relegated to commerce or trade. This is 
thought to be the result, in part, of an economy dominated by monopolies. This situation makes 
it difficult for MSMEs to start businesses or grow in these sectors. At the same time, the lack of 
access to finance compels many MSMEs to engage in activities (especially trade) that require 
minimal investment and provide quick income.  
 
C. Taxes 

11.  Businesses in Azerbaijan are subject to income, social security, and property taxes, 
among others. The total tax rate as calculated for a typical medium-sized business in Azerbaijan, 
according to the latest World Bank Doing Business report, was about 41% of profits.3 The 
valued-added tax on goods and services is 18% in Azerbaijan.  
  
12.  This burdensome level of official and unofficial taxation results in widespread avoidance 
of business registration, under-reporting of income, the use of informal labor contracts, and the 
pervasiveness of cash transactions. While there are no reliable figures on the amount of cash 

                                                 
3 World Bank. 2011. Doing Business 2011: Making a Difference for Entrepreneurs. Washington, DC. 
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turnover outside of official payments systems, several sources consulted in the course of this 
evaluation report that only 20%–40% of the cash circulating in the economy is processed 
through banks or other formal channels.  
 
D. Access to Finance 

13.  The incentives that Azerbaijan’s tax policies and practices create for businesses to hide 
transactions makes it very difficult to provide evidence of their cash flows. This presents a 
serious constraint when it comes to accessing finance from any formal sources. Based on 
discussions with banks, business customers often keep two accounts, one for tax filing 
purposes and another version that reflects what is actually happening in their business.  
 
14.  According to the World Bank enterprise survey (footnote 2), only about 20% of SMEs 
have bank loans or lines of credit, compared to an average of 44% for all businesses in Eastern 
Europe and Central Asia. According to the same survey, about 25% of Azerbaijani SMEs cite 
access to finance as their single biggest barrier to growth (tax rates and corruption are among 
the other high-ranking barriers).  
 
15.  Aside from proof of cash flows, MSMEs in other countries often rely on moveable assets 
and their positive repayments history to secure working capital or investment finance from 
banks at manageable rates. Thus, the deficiencies in Azerbaijan’s credit information and 
framework for secured transactions (Appendix 2) penalize SMEs in particular.  
 
E. Corruption 

16.  Corruption is a pervasive problem in Azerbaijan. In the latest Transparency International 
Corruption Perception Index, Azerbaijan was ranked 134th out of 180 countries (compared to 
143rd the year before).4 Though corruption has reportedly been improving relative to other 
countries according to this index, businesses in Azerbaijan report that it presents a major cost 
and risk to their enterprises. The World Bank business enterprise survey (footnote 2) conducted 
in 2009 reveals that more than half of all businesses say they are expected to make informal 
payments to any type of public official, i.e., when obtaining licenses or permits in addition to 
dealing with tax officials.  
 

                                                 
4  Transparency International. 2011. Corruption Perceptions Index 2010. Berlin; Transparency International. 2010. 

Corruption Perceptions Index 2009. Berlin. 
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FINANCIAL STATEMENTS 
 

Bank Respublika 
Balance Sheet 
AZN'000 2005 2006 2007 2008 2009 2010
ASSETS 
Cash and balances with the Central Bank 
of Azerbaijan 6,872 13,488 18,342 46,705 92,099 22,821 
Gold 5 301 209 159 
Derivative financial instruments 14 10 
Due from banks 10,613 9,297 38,471 41,871 31,147 43,637 
Loans to customers 31,417 75,428 158,044 252,462 185,588 146,154 
Investments available-for-sale 2,514 4,508 22,417 11,346 603 6,603 
Investments held to maturity 3,000 1,495 1,172 
Goodwill 388 388 388 388 
Property and equipment 5,745 7,018 9,605 27,145 26,074 26,179 
Investment property 1,423 1,423 548 
Intangible assets 288 293 310 314 3,914 
Noncurrent assets held for sale 133 
Other assets 202 1,092 1,901 3,622 8,337 5,670 
TOTAL ASSETS 57,363 111,266 249,476 388,573 347,677 257,245

LIABILITIES 
Due to banks 15,790 7,002 9,777 95,126 21,973 11,013 
Customer accounts 22,363 52,366 111,673 137,779 176,892 117,052 
Debt securities issued 3,022 
Loans received from government 
agencies and foreign institutions 8,693 36,136 87,338 87,533 75,388 61,840 
Provisions 96 82 1,160 6,536 5,472 3,368 
Income tax liabilities 249 721 1,230 3,275 1,123 780 
Obligations under finance lease 152 
Other liabilities 281 389 1,108 897 2,058 1,534 
Subordinated debt 17,172 16,236 18,027 17,930 
TOTAL LIABILITIES 47,472 99,870 229,458 347,382 300,933 213,517
EQUITY 
Share capital 5,808 7,161 12,580 22,578 30,578 37,459 
Fixed assets revaluation reserve 2,317 1,807 1,807 7,434 5,961 5,961 
Retained earnings 1,766 2,428 5,263 9,946 7,996 (2,233) 
Minority interest 368 1,233 2,209 2,541 
TOTAL EQUITY 9,891 11,396 20,018 41,191 46,744 43,728
TOTAL LIABILITIES AND EQUITY 57,363 111,266 249,476 388,573 347,677 257,245

 
  



64 Appendix 6  
 

 

Bank Respublika Income Statement 
AZN'000 2005 2006 2007 2008 2009 2010 
Interest Income  5,842 10,773 24,721 47,997  43,677  27,892 
Interest Expense  (2,241)  (4,633) (11,692)  (20,893)  (23,560)  (16,270) 

Net Interest Income before Provision 
for Loan Impairment Losses on 
Interest-Bearing Assets  3,601  6,140 13,029 27,104  20,117  11,622 

Provision for impairment losses on 
interest-bearing assets (279) (802)  (2,062)  (6,416)  (3,207)  (5,272) 

Net Interest Income after Provision 
for Loan Impairment  3,322  5,338 10,967 20,688  16,910   6,350 

Net gain on financial assets at fair 
value through profit or loss 14  (4) 
Net gain on foreign exchange 
operations 205 415 731  2,132   3,395   1,244 
Net gain on gold operations 60  (69) 116  71 
Fee and commission income  1,552  2,983 5,125  9,062   6,132   6,864 
Fee and commission expense (495) (917)  (1,677)  (2,730)  (2,633)  (1,960) 
Dividend income  45  23   3 
Insurance premium earned 1,355  8,287   3,531   2,402 
Premiums ceded on reinsurance (172) (350) (842) (891) 
Other expenses (18)  (60)  (25)  (14) 
Other income 36 16 39 56  152  483 
Non-Interest Income  1,298  2,511 5,439 16,373   9,849   8,202 

Gross claims paid (66)  (1,100)  (2,039)  (1,378) 
Gross claims ceded 0 42  378  266 

Change in provision for unearned 
premiums, net of reinsurance (736)  (4,873)  1,335   1,933 
Change in loss provision, net of 
reinsurance (225) (291) (157) 55 
Provision on other operations (138) (972) 
Loss on revaluation property (105) – 

Net Non-Interest Income  1,298  2,511 4,412 10,151   9,123   8,106 

Operating Income  4,620  7,849 15,379 30,839  26,033  14,456 

Operating Expenses  (2,257)  (4,842)  (8,663)  (17,195)  (18,283)  (16,649) 

Operating Profit  2,363  3,007 6,716 13,644   7,750   (2,193) 

Recovery of provision for impairment 
losses on other transactions 4 

Provision for guarantees and credit 
committees  (41) 14 (28) (255) 
Profit Before Income Tax  2,326  3,021 6,688 13,389   7,750   (2,193) 

Income tax expense (594) (675)  (1,600)  (2,947) 795   (136. 00) 

NET PROFIT  1,732  2,346 5,088 10,442   8,545   (2,329) 

( ) = negative. 
Source: Bank Respublika.
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RETURN ON INVESTED CAPITAL AND ECONOMIC RETURN ON INVESTED CAPITAL  
 

A. Introduction 

1. According to the Guidelines for Preparing Performance Evaluation Reports on 
Nonsovereign Operations,1 a project’s contribution to business success is measured primarily 
by the real after tax financial internal rate of return (FIRR) compared to the real weighted 
average cost of capital (WACC) for the project entity. However, as investment-level incremental 
cash flows for this project cannot be identified, as provided in the guidelines the real return on 
invested capital (ROIC) was used as a proxy for FIRR.  
 
2. Similarly, the economic return on invested capital (EROIC) was used as a proxy for the 
economic internal rate of return since it is not possible to identify incremental costs and benefits 
clearly.  
 
B. Return on Invested Capital 

1.  Invested Capital 
 
3. The invested capital of Bank Respublika consists of its share capital and long-term debt. 
Share capital is valued at book value (number of outstanding shares multiplied by the par value) 
plus any premium paid over the par value. Long-term debt, on the other hand, comprises loans 
received from government agencies and foreign credit institutions, and subordinated debt with 
original terms of 1 year and beyond. 2 The invested capital of Bank Respublika for 2006–2010 is 
shown in Table A7.1.  
 

Table A7.1: Invested Capital of Bank Respublika, 2006–2010  
(AZN'000) 

 

 Item 2006 2007 2008 2009 2010 
Share capital  7,161 12,580 22,578 30,578 37,459 
Long-term debt 27,910 74,134 64,558 47,300 57,602 
Invested capital 35,071 86,714 87,136 77,878 95,061 

Source: Audited financial statements of Bank Respublika.  
 

2.  Free Cash Flow 
 

4. The free cash flow for the ROIC calculation was derived using the bottom-up approach. 
Starting with the net profit after tax from the income statement, depreciation, amortization, and 
interest expenses were then added back to arrive at the free cash flow for the period (Table 
A7.2).  

 
  

                                                 
1  Independent Evaluation Department. 2007. Guidelines for Preparing Performance Evaluation Reports on 

Nonsovereign Operations. Manila: ADB. 
2  Loans from government agencies consisted of loans from the National Fund for Support of Entrepreneurship, with 

interest rates of 0.5%–1.0%, and the Azerbaijan Mortgage Fund, with interest rates of 1.0%–8.0%. Loans from 
foreign credit institutions included loans from the Asian Development Bank, European Bank of Reconstruction and 
Development, International Finance Corporation, Financial Mechanism Office, and DEG-Deutsche Investitions-und 
EntwicklungsgesellschaftmbH. 



66 Appendix 7  
 

 

Table A7.2: Free Cash Flow of Bank Respublika, 2006–2010  
(AZN'000) 

 

Item  2006 2007 2008 2009 2010 
Net profit after tax 2,346 5,088 10,442 8,545 (2,329) 
Add depreciation 701 1,120 1,735 2,869 2,028 
Add interest expense 224 3,579 4,968 2,681 3,088 
Free cash flow 3,271 9,787 17,145 14,095 2,787 
( ) = negative.  
Source: Audited financial statements of Bank Respublika.  

 
3.  Terminal Value 
 

5. The terminal value represents the present value of Bank Respublika’s future cash flow 
streams. Bank Respublika suffered a net loss in 2010 due to higher loan loss provisions and 
lower core revenues. This resulted in a much lower free cash flow for 2010 than in previous 
years. However, it seems that the bank has covered most of the anticipated loan losses and it 
should be profitable in 2011 and succeeding years. The average of the free cash flows for 
2006–2010 was therefore used as a starting point for the free cash flow in 2011, and was 
assumed to grow annually in nominal terms at the computed 10-year inflation rate of 8.1%.3 The 
bank's nominal WACC of 10.2% was used as the discount rate for its future cash flows for 
2011–2020. The resulting terminal value was AZN84.8 million.  

 
4.  Calculation of the Return on Invested Capital 
 

6. The calculation of the nominal and real ROICs for Bank Respublika is shown in Table 
A7.3. The nominal ROIC was derived by calculating the internal rate of return of the net cash 
flows for 2006–2010 and was computed at 15.0%, while the real ROIC was computed at 6.4%.4  
 

Table A7.3: Calculation of the Return on Invested Capital (Nominal and Real) 
(AZN'000) 

 

 Item 2006 2007 2008 2009 2010 
Beginning capital (35,071)         
Changes in capital (51,643) (422) 9,258 (17,182) 
Free cash flow 3,271 9,787 17,145 14,095 2,787 
Terminal value         84,808 
Net cash flow for ROIC (31,800) (41,857) 16,723 23,353 70,413 
Nominal ROIC (%) 15.0 
Real ROIC (%)         6.4 

( ) = negative, ROIC = return on invested capital.  
Source: Independent Evaluation Department estimates.  

 

                                                 
3  The inflation rate of 8.1% was derived by calculating the compounded annual growth rate of the Consumer Price 

Index (CPI) of Azerbaijan from 2001 (CPI = 102) to 2010 (CPI = 205). 
4  The formula used to derive the real ROIC is: [Real ROIC = ((1+ nominal ROIC) / (1+inflation rate)) – 1].  
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C. Weighted Average Cost of Capital 

1. Cost of Debt 

7. The cost of debt calculation was based on the interest rate and long-term debt figures 
obtained from the audited financial statements of Bank Respublika for 2006–2010. The nominal 
after-tax cost of debt was determined by getting the weighted average (weighted by long-term 
debt for each year) of long-term interest rates for 2006–2010 and multiplying the result by 1 
minus the corporate tax rate of 22.0%.5 The nominal after-tax cost of debt was computed at 
5.1%.  

 
2. Cost of Equity 

8. The capital asset pricing model was used in estimating the cost of equity. In accordance 
with the model, the nominal cost of equity was calculated as follows: 
 
 nominal cost of equity = risk-free rate + beta * (market rate – risk-free rate) 
 
9. Azerbaijan does not have long-term government securities and the Baku Stock 
Exchange does not yet have a stock market index. It was therefore not possible to calculate the 
long-term risk-free rate, the beta, and the equity risk premium for Azerbaijan. Turkey was 
chosen as a proxy given its proximity to Azerbaijan and because it is also an emerging market. 
The risk-free rate was the average of the 5-year domestic treasury notes issued by the 
Government of Turkey for 2005–2010 and was calculated at 13.5%.  
 
10. The capital asset pricing model used a beta of 0.99, which was the average beta of two 
banks listed on the Istanbul Stock Exchange that had asset sizes closest to Bank Respublika.6 
The market rate was 30.5% and was the 10-year average return (2001–2010) based on the 
Istanbul Stock Exchange National 100 Index. Consequently, the equity risk premium (market 
rate minus risk-free rate) was calculated at 17.0%. The calculated nominal cost of equity was 
30.2%.  

 
3. Calculation of the Weighted Average Cost of Capital 

11. The nominal WACC, calculated from the nominal cost of debt and nominal cost of equity 
and weighted according to the capital structure of the project at the end of 2006, was 10.2%. 
The real WACC was calculated at 2.0% using an inflation rate of 8.1%.7 Table A7.4 shows the 
computation of the WACC.  
 

                                                 
5  The corporate income tax rate in Azerbaijan is 22.0% according to the World Bank’s Doing Business website. 

http://www.doingbusiness.org/data/exploreeconomies/azerbaijan/paying-taxes/ 
6  The two banks in Turkey whose average betas were used as a proxy beta for Bank Respublika were Alternatif 

Bank and Tekstil Bank. 
7  The formula used to derive the real WACC is: Real WACC = ((1+ nominal WACC) / (1+inflation rate)) – 1. 
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Table A7.4: Weighted Average Cost of Capital 
(%) 

 

  Nominal Nominal Real 
 Item Cost Proportion WACC WACC 
Debt 5.1 79.6 4.0 
Equity 30.2 20.4 6.2 

10.2 2.0 
WACC = weighted average cost of capital.  
Source: Independent Evaluation Department estimates.  

 
D. Economic Return on Invested Capital  

12. As provided in the guidelines, the EROIC can be calculated by taking the financial ROIC 
and adjusting for factors such as taxes and subsidies. The nominal EROIC was calculated at 
17.7% and the real EROIC at 8.9% (Table A7.5).  
 

Table A7.5: Calculation of Economic Return on Invested Capital (Nominal and Real) 
(AZN'000) 

 

 Item 2006 2007 2008 2009 2010 
Net cash flows from ROIC calculation (31,800) (41,857) 16,723 23,353 70,413
Add: Taxes paid 675 1,600 2,947 0 136
Net cash flows for EROIC (31,125) (40,257) 19,670 23,353 70,970
Nominal EROIC (%) 17. 7
Real EROIC (%)         8. 9

( ) = negative, EROIC = economic return on invested capital, ROIC = return on invested capital.  
Source: Independent Evaluation Department estimates.  

 


