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EXECUTIVE SUMMARY

Azerbaijan became independent in 1991, following the collapse of the former Soviet
Union, of which it was part since 1922. After independence the country faced a
period of long political and economic turmoil, also as a consequence of the war with
Armenia for the control of the Ngorno Kharabakh region. The political scene was
normalised when Mr. Heydar Aliyev became President of the country in 1993. In
1995 Azerbaijan started a stabilisation programme in cooperation with the IMF,
which succeeded in reducing the main macroeconomic imbalances and in stabilising
the economy.

Average yearly growth rates have been at 8 percent for the past five years and
inflation at 2 percent. The economy is recovering from the severe setback, which
followed independence, although in 2000 real GDP was still at 59% of its 1990 value.
Growth is driven by hydrocarbons, thanks to the increasing exploitation of existing oll
fields (the Azeri-Chirag-Guneshli field) and to the discovery of a new major gas field
(the Shah Deniz field). Oil production has been expanding since 1998 and will peak
to 1,000,000 barrels a day by 2008, compared to 140,000 a day at present. Gas from
Shah Deniz will be extracted starting from 2004. Hydrocarbons accounted for 32.5
percent of total GDP in 2001.

Other sectors have a much smaller role. Agriculture accounted for 18 percent and
manufacturing for 5 percent of GDP in 2001. Manufacturing and agricultural activities
have been declining since independence. In 2001 the output of industrial machinery
was at 12.3 percent of its real value in 1990, agro-processing was at 16 percent,
other light industries like textile at 11.5 percent and agricultural crops like cotton at 27
percent.

Exports accounted for 44 percent of GDP in 2001. Hydrocarbons are by far the
dominant export activities, up to 91.5 percent of total exports in 2001. The remaining
share of exports mostly consists of raw and processed food products, mechanical
equipment and chemical products. Manufacturing and agricultural products
accounted for a considerably larger share of exports before independence, when
Azerbaijan was a large exporter of food processed products and light machinery,
mostly to the rest of the Soviet Union

The largest share of imports is made of machinery for the oil industry, food products,
other mechanical equipment and luxury consumer goods for the high-income part of
the population. Imports have replaced many of Azerbaijan traditional products in the
domestic market, as these are unable to withstand international competition.

As for the markets of destination of exports, there is a dichotomy between oil and
non-oil products. Oil is mostly exported to Europe, whereas non-oil products mostly
cater the regional market, which includes neighbouring CIS countries (mainly
Georgia and Russia), Turkey and Iran. A large share of imports originates from



Europe and the US, namely machinery and high quality consumer goods, the rest,
including foodstuff, from the region.

Although Azerbaijan has been running a trade surplus since 2000 and exports of
hydrocarbons provide much needed foreign resources, the country faces the severe
problem of diversifying its structure of production for the domestic and the export
markets. This report finds that diversification is hindered by constraints in the trade
and in the overall economic environment. Effective diversification will not be achieved
unless some of these major constraints are lifted.

Constraints to trade

In principle Azerbaijan has a fairly liberal trade regime. Tariff brackets range from
zero to 15 percent, with an average tariff of 7 percent. This compares favourably to
most countries, which are considered to operate under free trade regimes. The
average tariff is 8.7 per cent for a free trade champion like Korea, it is around 7
percent for the European Union and much higher, up to 32 percent for India. There
are limited non-tariff barriers to imports and exports. Only trade of sensitive products,
like weapons or narcotics, is restricted. Besides for oil and a few other strategic
commodities, there are no restrictions or specific duties on exports.

Azerbaijanis is seeking accession to the WTO, implicitly a long-term commitment to
free trade. The first meeting of the working party on the accession of Azerbaijan took
place in June 2002. The government is now preparing the sector specific accession
documents. Accession is expected by the end of 2003.

Also, Azerbaijan’s authority has managed to keep a stable real effective exchange
rate, notwithstanding growing net oil revenues which are being sterilised in an off
budget oil fund.

However, a detailed analysis of Azerbaijan’s trade environment shows that trade is
faced by major constraints in the domains of trade policy, hard and soft infrastructure.

Trade Policy. Trade policy in Azerbaijan faces three main shortcomings.

First, there is a bias against imports of components of exported products.
Duty free exemptions are only available for companies working in the oil sector
under Production Sharing Agreements (PSAs). Bonded warehouses and free
trade zones are admitted by the legislation, but they do not exist in fact. Draw
back mechanisms of duties and VAT, even though available, take time to be
implemented, they are granted on a discretionary basis and they are rarely
accessible to small firms. This is a serious impediment to trade, particularly for
potential non-oil  exporters like agro-processing businesses, as many
components are not available in the domestic market and must be imported

anyway.

Second, many regulations and procedures are incompatible with WTO
standards and will have to be reformed. These include, sanitary and
phytosanitary standards; the custom valuation approach when based on the
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minimum value; the fact that VAT is computed on the origination principle
rather than on the destination principle; the fact that custom fees are set at a
fixed percent of custom value instead of reflecting the actual cost of service
delivery. Also protection of intellectual property rights is allegedly weak and
will have to be strengthened.

Third the trade regime faces severe problems of implementation. This is
probably the most serious impediment to trade. A contradictory legal and
regulatory framework leaves large margins to discretionary behaviour, causing
uncertainties when dealing with the administration and widespread corruption.

Hard infrastructure Vast reforms and investments in rehabilitating the transport
system are required.

First, the institutional framework is weak. There is generally no separation
between the regulatory and the operation functions, which are mostly carried
out by the parastatal companies operating in the relevant transport sectors.
The Ministry of Transport has just been set up, but it is not fully in operation
yet.

Second, large investments are required in the road systems, railways, ports
and airports to bring infrastructure up to international standards. Infrastructure
has also a major trans-national dimension, given that Azerbaijan is land
locked. As a consequence of political instability the main and essentially only
viable trade route is through Georgia and then on to Russia or to the Black
Sea. Georgia has very poor infrastructure and its roads are not safe because
of political and civil unrest. The Georgian corridor is a major bottleneck for
Azerbaijan’s trade. Containers travel by rail between Baku and Poti (the main
Georgian port on the Black Sea) at an average speed of 20 Kms. per hour,
and this is the fastest mean of transportation on this route. However, these
constraints only concern trade of non-oil products. Exports of hydrocarbons
will soon circumvent transport barriers, because of the construction of two
major pipelines. The new Baku-Tiblisi-Cheyan oil pipeline and the Baku-
Erzeran gas-pipeline, presently under construction, will reduce drastically the
cost of transporting hydrocarbons to Western markets. They have sufficient
transport capacity for all the newly found oil and gas.

Soft infrastructure Trade also faces major soft infrastructural constraints, pertaining to
the Customs administration and to the broader business environment.

First, Azerbaijan’s Customs has severe shortcomings in its legal system, in the
administrative capacity of its border agencies, it has problems of corruption,
clearance procedures, controls are long and discretionary and the
infrastructure is poor. According to a survey of trade and transport companies,
unofficial payments, mostly arising at Customs, constitute a large share of all
transport costs. Although there have been a number of recent improvements
in the State Customs Committee and a Customs reform program was outlined
in cooperation with the IMF and Price Waterhouse Coopers, major
shortcomings are still to be addressed.



Second, soft infrastructural constraints also arise in Azerbaijan’s overall
business environment. Given the weakness of the local economy, trade
expansion can only happen as a consequence of new investments and of
emerging new activities. In all areas of business environment analysed by this
report (namely, law enforcement, incentives and constraints to foreign
investors, the financial sector and the protection of property rights) major
shortcomings have been found, hindering private sector development. The
picture is considerably different for firms working in the oil sector, as their
activities are ‘sterilised’ from the rest of the economy and ruled by ad hoc
PSAs, which are virtually parallel pieces of legislation.

Measures for trade facilitation and private sector development

Which measures should be undertaken to lift these constraints? Different measures
and reform programs have been proposed by the major aid agencies. It is therefore
essential to develop an all encompassing plan for action, coordinating all the specific
initiatives in the field. The measures suggested in this report pertain to the trade
environment and to the broader business environment.

Trade Facilitating Measures. Most of the suggested measures affect directly the
trade environment and fall under the scope of trade facilitating actions.

First, introduce reforms to achieve the compliance with WTO regulation and
measures aimed at assisting the country in the final phases of negotiation for
WTO accession. These include:

the convergence of sanitary and phytosanitary requirements to WTO
standards;

the application of ad valorem duties on all items;

the reform of VAT assessment procedures;

the adoption of a custom fee reflecting the actual cost of service delivery.

Second, reduce the trade related costs of imported components by way of:

the reduction or the elimination of duties on components;

the establishment and the implementation of an effective draw-back scheme
for duties and VAT charges,

the establishment and the implementation of Bonded Warehouses and of Free
Trade Zones.

Third, reform Customs, on the basis of the plans put forward by the World Bank,
the IMF, Price Waterhouse and the TRACECA secretariat. This process of reform
should encompass measures related to:

the legal framework, including the redrafting of the Customs Code, which still
allows for large margins of discretion, rent seeking behaviour and corruption;
the administrative capacity, including a rationalisation of the operations of the
State Customs Committee and of pre-processing practices;



» the procedures, including the improvement and the rationalisation of valuation
procedures, of documents and goods clearance, of post-entry verification and
also the substantial strengthening of the computerisation of procedures, on the
basis of standard international practices like Asycuda;

» the infrastructure, including the construction of bonded warehouses.

Fourth, reform the institutional framework concerning transport and invest in
transport infrastructure, as part of and beyond the TRACECA project.
Specifically:

» reform the institutional framework, aiming at the separation of the regulatory
and the operative functions, which are still joint for most of the means of
transportation;

* improve the infrastructure of the rail and road transport corridors through
Georgia, which is the only viable trade route to the West, at present;

* improve maritime transportations in the Caspian Sea, including rehabilitation
and strengthening of the Port of Baku, so as to facilitate trade in the Central
Asian Region.

Measures to improve the broader business environment. The report also suggests
measures aimed at improving the overall business climate for private sector
development, which are also judged to be an essential pre-condition to trade
expansion.

Fifth, complete and implement institutional and policy reforms, with the aim of
reducing margins for discretion and rent seeking activities. This process should:

» define and implement a stable legal framework;

» strengthen dispute settlement mechanisms;

» ensure effective protection and enforcement of property rights
* promote specific measures to reduce and eradicate corruption.

Sixth, introduce direct measures to promote non-oil activities and companies and
to lift some of the major constraints to their activities. These should include:

» financial support;

» fiscal incentives;

» facilities for training and technical assistance.

* examine the extension of the regulatory framework implicit in the Product
Sharing Agreements for the oil sector to other economic activities;

A broader strategy for trade facilitation and private sector development:
diversify from hydrocarbons

The trade and private sector facilitation measures discussed above should be part of
a broader strategy to expand exports and possibly reduce import dependence. The
central goal of this strategy is maximising the oil windfall to diversify the economy into
non-oil activities. Investments to expand the exploitation of oil and gas fields and the
construction of the new pipelines are essential, as they generate much needed
resources for the broader development of the country. However, oil activities, despite
their GDP share of 32.5 percent in 2001, only account for 2.1 percent of total
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employment and have therefore limited effects on the broader working population of
Azerbaijan. Specific and targeted measures are consequently necessary to promote
non-oil activities. These activities should aim at supplying both the domestic market,
in order to reduce import dependence, and the export market. This is a difficult task,
given that there are not many activities in which Azerbaijan has an obvious
comparative advantage and which would be able to withstand international
competition.

Specifically, Azerbaijan’s trade expansion strategy should pursue five objectives.

First, strengthen the oil windfall by promoting activities to be developed as a
spin-off of hydrocarbons. Besides for using oil revenues to strengthen the
broader economy, some activities could be developed as a direct spin-off of oll
and gas extraction. The report argues that there is limited scope for the
establishment of oil based processing activities, but it is possible to focus on
external services to the oil industry which could in the future cater other
sources of demand. Among these, we should include mechanical shops, light
engineering and services like catering

Second, directly promote non-oil activities. This primary target is shared by the
government and some major aid agencies. The most promising sectors are
food and agro processing. These activities are hampered by major constraints
which are discussed extensively in the report and which must be directly
addressed. Transit activities are also important. Their expansion depends on
the future development of the regional economy and on the viability of the
TRACECA corridor, linking Europe to China through the Caucasian republics.
Any measure of promotion will have to be designed to avoid breaching WTO
regulations.

Third, reduce the bias against non-oil activities, to avoid the crowding out
effects of oil. Crowding out does not just refer to the diversion of financial
resources towards the more profitable oil sector, but also and mostly to the
lack of interest for policy and institutional reforms concerning non-oil activities.
A first fundamental step will be to study how and whether the type of
institutional framework envisaged by the PSAs could be extended to non-oll
activities.

Fourth, promote a right balance between world and regional markets. Political
and military unrest at and beyond Azeri borders limit considerably
Azerbaijan’s trade flows of non-oil products, forcing them through the
Georgian bottleneck. The impossibility of using other trade routes (through
Armenia and Russia) likely diverts trade towards the region. Half of the
transport costs of a container from Baku to Northern Europe arise in the
region. Consequently, very little trade can reach competitively beyond the
borders of the region. Gravity models predict a large increase in trade with the
US and the EU, if these routes are reopened. However, in the short term, this
prediction is unlikely to apply to non-oil activities. These will keep catering the
regional market. Even if Azerbaijan is able to develop a viable export sector, it
will take time before its products enter the sophisticated Western markets.
Russia, in particular, will continue to be the main outlet for the few exportable
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Azeri products. Trade is also likely to increase with neighbouring Kazakhstan,
as far as oil revenues boost local markets. Thus, regional trade is likely to
intensify, even following the normalisation of trade relations with neighbouring
countries and the re-opening of trade routes alternative to Georgia. It is
therefore important that in the longer term the cooperation with Central Asian
and Caucasian states is strengthened, and that infrastructural investments do
not crowd out trade routes to regional markets, once they become again
politically viable.

Fifth, maximise the benefits from WTO accession. Azerbaijan has a fairly
liberal trade regime. It should not try to negotiate higher bound tariffs than
those effectively in place, to grant itself some future room for manoeuvre to
protect domestic production. This is not a viable strategy and it would anyhow
be unwise to reverse the trade liberalisation process at this stage, thereby
hampering the reallocation of economic activities, which is actually taking
place under this regime. In contrast, Azerbaijan should make sure that by
entering the WTO its exports do not loose the preferential market access to
industrialised countries, which they now enjoy in the EU and in the US.
Azerbaijan should also make sure it is allowed to preserve its free trade
agreements with the other CIS countries. Given that effective free trade
agreements with CIS countries are only bilateral, if Azerbaijan had to
unilaterally renege the agreements it has in place at the moment as a
consequence of WTO accession, it would likely be cut off regional trade flows.
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1. INTRODUCTION

This study reviews all the main issues concerning the international trade of
Azerbaijan. The country, independent since 1991 and formerly part of the Soviet
Union, is essentially a net exporter of hydrocarbons, thanks to the exploitation of its
large oil and gas fields in the Caspian Sea. Other manufacturing and agricultural
products constitute less than 10 percent of total exports. Domestic production of
these products is close to nil, at a fraction of what it was before independence, as it
was unable to withstand international competition. Azerbaijan, therefore, is also
heavily dependent on imports of most products, including foodstuff.

The main concern underlying this study, then, is to understand the major constraints
hindering the development of a diversified productive sector and how to use the oll
windfall to lift them. Obstacles to trade and to business in general are indeed many,
the first one being oil itself. Hydrocarbons generate badly needed foreign resources,
but extraction activities are capital intensive, employ few people (2 percent of the
total labour force) and generate few spillovers on a backward economy like
Azerbaijan. Moreover, given the high margins of these activities, most resources are
devoted to them. These do not just include financial resources but also the effort of
reforming the overall policy and institutional framework to the benefit of the overall
economy. Oil is institutionally sterilised by ad hoc production sharing agreements and
the rest of the economy is left in a bit of a shamble.

Other constraints include poor infrastructure, the existence of essentially one viable,
albeit shaky, trade route to the West, crossing Georgian territory, and a lack of
managerial and technical capabilities to set up viable and competitive activities.
Although the Government of Azerbaijan is committed to free trade, it has actually
adopted a liberal trade policy and it is seeking membership to the WTO, until these
major constraints are lifted, no major changes in the trade prospects of non-olil
products are to be expected.

This report begins by reviewing Azerbaijan political and economic background; it then
moves to analyse the county’s trade performance. It then examines the main trade
constrains pertaining to policy, hard and soft infrastructure. It concludes by outlining a
broad strategy for trade expansion.

The author of this study benefited from various earlier works, which have addressed
different aspects of Azerbaijan’s international trade, particularly the World Bank’s
studies on Trade and Transport Facilitation in South Caucasus, from which various
sections of this study draw. Compared to these earlier works, the novelty of this
report is to bring together all the different aspects of the trade issue.
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2. SETTING THE SCENE: A BACKGROUND REVIEW

2.1. Historical and political background™.

Azerbaijan is an independent republic since 1991, following the collapse of the
former Soviet Union, of which it was part since 1922. It is located in the southern part
of the Caucasus Region and on the Western shore of the Caspian Sea. It has
common borders with the Russian Federation to the North, the Republic of Armenia
and the Georgian Republic to the West, with the Islamic Republic of Iran to the
South. Part of its territory, the Nakhchivan Autonomous Republic is a separate
enclave between Armenia and Iran and has a short stretch with Turkey. Mountains
surround Azerbaijan’s territory —amounting to just over 86,000 square kilometers—,
less than 20% is classified as arable.

The country is endowed with petroleum and natural gas, and favourable climatic
conditions for agriculture. Unfortunately, in the past, exploitation of such resources
disregarded environmental safety guidelines; as a result parts of the country, namely
the Apsheron Peninsula and the Caspian Sea, are today among the most polluted
areas on Earth.

Estimated population in January 2001 was 8,081,000, growing at a 0.38% growth
rate. The population is rather homogeneous: about 90% are Muslims and speak the
Azeri language. In 2001, about 49% of the population was estimated to live in urban
areas, with a slightly increasing trend. The most densely populated area of the
country is the Apsheron Peninsula, while the highlands are the least populated
region.

The capital city of Baku is located on the western shore of the Caspian Sea and with
a population of 1.8 millions it is the largest city of the country. It is a major cultural
and educational centre, and the basis of its economy is petroleum.

The first Azerbaijan Republic was established in 1918, but two years later the country
was invaded by the Red Army and absorbed into the Soviet Union. In the late 1980s,
as the Soviet Union began to collapse, a nationalist movement started to develop
also in response to the separatist claims of the dominant Armenian population of the
Azeri district of Ngorno Karabakh. War broke out and the Armenians of Karabakh
took control of a territory amounting to almost 20% of Azerbaijan. In 1994 a cease-
fire was signed, but the territory remains occupied and more than 750,000 refugees
and internally displaced people are scattered around the country.

Ever since independence, politics in Azerbaijan has been dominated by the Ngorno
Karabakh conflict. After much political turmoil, Heydar Aliyev — a former KGB officer,
head of Azerbaijan’s Communist party and member of the Soviet Politburo — seized

1 The Sources of much of the information reported in this section are: Econnomist Intelligence Unit,
2002, Baker and McKenzie, 2002, US Department od Commerce, 2002
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power in 1993 and was soon after elected president. Since then, Mr. Aliyev has
consolidated his power and established a stable rule of government. Although
political pluralism exists and opposition is lively, power is tightly in the hands of Mr
Aliyev and his party, the new Azerbaijan Party (NAP).

Azerbaijan’s executive power rests with the president (elected by popular vote to a 5-
year term), the Prime Minister and the Council of Ministers. The President, with the
consent of the National Assembly, appoints the Government. The Legislative branch
consists of the unicameral National Assembly, the Milli Mejlis that enacts laws and
constitutional laws. The judicial power is implemented through the Constitutional
Court, the Supreme Court, the Economic, and general courts; judges are
independent from the legislative and executive powers, being only subject to the
constitution

Azerbaijan’s international relations are tense not only with Armenia, but also with the
other countries bordering the Caspian Sea. The issue there is the legal status of the
Sea and the rules to be applied to its exploitation. Tensions between the littoral
states peaked in July 1991, when the Iranian Navy prevented Azerbaijani ships from
surveying the sea.

2.2. Economic background

The transition to a market economy, following the separation from the Soviet Union,
posed enormous problems to Azerbaijan. During the Soviet era most of industrial
exports and about a quarter of agricultural exports were directed to other soviet
republics, but when the Union collapsed, with the dramatic economic crisis that
followed, these markets became suddenly foreclosed. Furthermore, after
independence, the government engaged in very loose monetary and fiscal policies
that resulted in a budget deficit, hyperinflation and a depletion of foreign reserves.
The country went through a deep socio-economic crisis, and, according to IMF
estimates, real GDP contracted by almost 60% by 1995.

Despite all this and the additional problems posed by the conflict with Armenia, some
element of a market economy emerged and long-term prospects remained relatively
good given the medium term perspective of increasing the exploitation of the
substantial energy resources with which the country is endowed.

In 1995, Azerbaijan started a stabilisation programme, in cooperation with the IMF,
the World Bank and the EBRD. As a result recovery began in 1996 and accelerated
until late 1998 (real GDP growth rate reached 10% during that year). During the past
5 years, real GPD growth averaged 8% while inflation rate was on average 2%; the
exchange rate stabilised as well and actually appreciated in real terms during 1998.

Other important achievements of the programme were price and trade liberalisation,
small enterprises and land privatisations. On the other hand, deep structural reforms,
such as large-scale privatisations, regulation of public utilities, reform of the financial
sector, have been limited as far as any serious attempt to address the reported
rampant corruption. Despite all this progress, incidence of structural unemployment,
poverty and civil unrests remain high.
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2.3. Output and output growth

Azerbaijan’s nominal GDP stood at 36 billion US$ in 2000, which implied that real
GDP was 59% of what it was in 1990, at the eve of Azerbaijan’s declaration of

independence from the Soviet Union. As shown in Figure 1, real GDP kept declining
dramatically up to the mid 1990s during the troublesome years that followed
independence. In 1996 real GDP was 42% of what it was worth in 1990. GDP started

picking up in the mid Nineties as a consequence of the successful political and

financial stabilisation, reaching two digits growth rates by 1998 (Table 1). Growth in
GDRP is essentially driven by increasing oil production, which however cannot make
up for the overall collapse of real output which is still at 59 percent of what it was at

the eve of independence. Real output will increase further, when the new oil and gas
fields reach their full capacity output.

Figure 1: Real

GDP 1993-2000
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Table 1: GDP and GDP per capita

1995 1996 1997 1998 1999 2000 IX 2001

Real GDP

(1995 prices)bill. AZM
Real GDP rate of
growth, (percentage)
Real GDP per capita
(1995 prices, 000 AZM)
Real GDP per capita
rate of growth -12.8 0.2 4.8 8.9 6.4 10.2
(percentage)

Real GDP per capita
(US$, 1995 prices and 314.5 315.26 330.35 359.85 382.96 422.02
1995 exchange rate)
Nom.GDP per capita
(US$-current prices)
Average Exchange Rate
(AZM / US$)

10669 10803 11430 12569 13494 14993

-11.8 1.3 5.8 10 7.4 111

1388.4 1391.6 1458.2 1588.4 1690.4 1862.8

314.5 409.3 505.4 562 574.5 654.5

4414 4300 3986 3869 4116 4474 4630

Source: Economic Trends Quarterly Issue., Azerbaijan July September 2001

2.4. GDP by sector

By the mid nineties, Azerbaijan’s economy had undergone dramatic changes,
whereby most of its agricultural and manufacturing activities, which where essentially
catering the captive Soviet Union markets, had been irreversibly lost, and oil was the
leading economic activity. Figure 2 shows the rampaging share of oil in total value
added, dwarfing the share of non-oil industrial activities. In 2001, oil accounted for
32.5% of GDP. This share had increased considerably since 1998, thanks to rising
world oil prices and as new oil fields started being exploited by the Azerbaijan
International Operating Company, a joint venture led by BP, including the State Oil
Company of Azerbaijan Republic (SOCAR) and other international oil companies.
AIOC won in 1994 the right to exploit the Azeri-Chirag-Guneshli (ACG) olil field. The
share of oil in the economy will increase steadily up to 2008 when the ACG oil field
will be fully exploited with a daily production of 1,000,000 barrel per day compared to
140,000 as of today.

Most of this oil will be exported using a new pipeline. In 2002 Azerbaijan signed a 7
billion dollar deal with an international oil consortium, once more led by BP, to
construct the Baku-Thilisi-Ceyhan —BTC oil pipeline, that will connect the Caspian
shore near Baku to the Mediterranean sea, passing through Georgia and Turkey.
This pipeline significantly increases Azerbaijan’s oil export capacity: while cutting
transportation costs, it will also reduce Caspian oil exports (essentially from
Azerbaijan and Kazakhstan) dependence from Russia, which so far still conveys a
large share of Caspian oil through its pipelines.

Moreover, the newly discovered BP operated gas field of Shah Deniz will start
producing in2004, exporting to Turkey 5 bn. cubic meters per year (the whole field is
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500 bn. cubic meters), as soon as the new pipeline from Shah Deniz to Erzerum in
Eastern Turkey is completed.

Figure 2: Estimated share of oil sector and non-oil industry in total value added
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The oil windfall is a great opportunity for the country, but it poses serious problems
for the future, unless the economy undergoes dramatic restructuring. As clearly
shown in Table 2 oil extraction accounts for 75 % of industry GDP in 2000 (the total
industry share is 32%). Note also that he share of processing declines from 21.4
percent to 16.9 percent between 1999 and 2000, the only two years for which these
data are available.

Table 2: Structure of GDP by main sectors

1995 1996 1997 1998 1999 2000 2001-IX
Industry 27.3 25.8 25.2 22 28.2 32 29.1
Of which

Extraction 65.57 75.32

Processing 21.40 16.89

electricity, gas 13.03 7.79

and water

Construction 3.7 9.3 11.7 13 10.9 4.4 2.9
Agriculture 25.1 24.7 20 17.9 18.4 18.1 33.2
Transp. & Comm. 17.4 10.2 10.5 12 10.7 14.4 14.9
Trade 4.8 5.2 5.8 5.9 7.1 6.1 5.2
Others 14 14.6 19.5 25.1 20.8 21 9.9
Indirect taxes 7.7 10.1 7.4 4.1 4 4 4.8
GDP 100 100 100 100 100 100 100

Source: Economic Trends Quarterly Issue, Azerbaijan July September 2001. International Monetary
Fund, Azerbaijan Republic: Selected Issues and Statistical Appendix.
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This trend is consistent with real output production indices, as reported in Table 3.
Consider some of the Azerbaijani’'s key industries under the Soviet Union. In 1997
machine building’s real output (Azerbaijan was the most important producer of
machinery for oil extraction) stood at 20.4 percent of its level in 1992 to decline to
12.3 percent in 2000. Agro processing (Azerbaijan has nine climatic zones and was a
net exporter of processed and unprocessed food products) output is stable around 16
percent of 1992 output. Other light industries like textile fare equally badly: from 26.8
percent in 1997 to 11.5 percent in 2000.

Things do not fare much better in agriculture. After independence, the government
initiated a program of privatisation and land reform that led to the free distribution of
over 1.3 million hectares to the rural population. The productivity of the sector,
though, remains very low both because of an inadequate infrastructure for irrigation
and because land plots allocated to the farmers are exceedingly small. The share of
agriculture in nominal GDP declined from 25.1 percent in 1995 to 18.1 percent in
2000. Real output of export crops, like raw cotton, was at 27.2 percent of its 1992
levels in 2000.

Unfortunately oil, which is a fundamental earner of foreign currency for the country, is
not a labour intensive industry. Despite its 32.5 percent share of GDP, in 2001 oil
only accounted for 2.1 percent of total employment (total industry accounts for just
6.2 percent). In contrast, agriculture accounted for 41 percent, an explicit sign of how
little productive is this sector (International Monetary Fund, 2002). This also explains
the low level of income per capita of Azerbaijan. To exit from poverty a fundamental
restructuring of the economy will be necessary. Even though oil will generate more or
less permanent spillovers to non oil sectors, it is absolutely vital that its windfalls are
also used to diversify Azerbaijan’s economy into non-oil activities with a broader
employment basis like light manufacturing.

Table 3: Production Indicators, 1997-2001. Index of real output, 1992=100

1997 1998 1999 2000 20011
Total industry 44.5 45.5 47.4 50.3 52.7
Energy 73.2 78.3 82.4 83.9 82.6
Electricity 70.5 74.7 75.8 78.2 80.2
Oil and gas 74.5 80.1 85.7 90 88
Metallurgy 9.7 4.4 7.1 17.8 9.5
Machine building 20.4 14.2 6.3 12.3 15.9
Chemical and 334 29.6 32.2 93.7 30
petrochemical
Construction materials 15.6 12.1 9.5 134 20.7
Light industry 26.8 15.6 9.3 115 11.7
Textiles 27.4 15.3 10 12.3 7.8
Agro-processing 15.7 15.3 15.9 16.2 17.8
Agriculture 66.4 70.5 75.4 34.5 98.2
Grains 84.3 711 82.1 115.2 153.6
Cotton 37.1 33.6 28.2 27.2 26.7

Source: International Monetary Fund, Azerbaijan Republic: Selected Issues and Statistical Appendix.
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2.5. Trade and Foreign Direct Investment

Azerbaijan has been running large current account deficits for most of the 1990s. The
situation was particularly grim in 1998 (US$ 1,364.5 million deficit) due to declining
commodity prices, low export demand for non-oil sector products and increased
imports to fund investments in the oil sector (Table 4). In 1999, there was an
improvement in the trade balance up to a reversal in 2000, because of increasing
export revenues generated by increasing oil prices and output. In fact, Azerbaijan
exports have been rising since 1998, to reach almost 50% of GDP in 2001. OiIl
products account for more than 90 percent of the country’s export share. Far behind
oil are exports of food, mainly processed fruit, cotton and textiles. Europe is the main
market of destination for oil, whereby Russia and Turkey are the two most important
export outlets for non-oil products. The country imports are mostly composed by
machinery for the oil sector and food products.

Table 4: Balance of Payments: US$ million 1997 to 9/2001

Main indicators 1997 1998 1999 2000 9/2001
A. CURRENT ACCOUNT | -915.8 -1364.5 -599.7 -124 -8
Trade balance -566.9 -1046.2  -408.2 319.3 329
Exports (fob) 808.3 677.8 1025.2 1877 980
Of which: oil 454 450 801 1598 885
Imports (fob) 1375.2 1723.9 14334 1539 651
Services -384.2 -369.1 -228.3 -224.7 -186
Of which: oil sector -310 -246 -189 -154 -129
imports
Incomes -9.5 -13.3 -45 -310 -182
Of which: profit of oil 0 0 -23 -293 -162
consortia
Net transfers 44.8 64 81.8 73.1 31
B. CAPITAL & 1072 1313 743 460 122
FINANCIAL ACCOUNT
Net Direct investment 1115 1023 510 119 12
Of which: oil 844 831 349 -16 -31
companies
Public sector capital 58 58 215 239 59
Other -101 232 18 102 51
Errors and omissions -6 -10 8 -56 -9
C. OVERALL BALANCE 150 -61 151 281 105

Source: IMF, 2002, ‘Azerbaijan Republic: Selected Issues and Statistical Appendix’, IMF Country
Report 02/41

Foreign Direct Investment has been an important source of foreign financing of the
country’s investments. As shown in Table 5, they peaked in 1998 to 1.5 billion
dollars, accounting for more than 20 percent of Azerbaijan’s GDP and for 65.9
percent of gross capital formation. As shown in Table 6, this share is high compared
to other developing and transition countries. FDI then declined between 1999 and
2001, but they are bound to rise again as more than 9 billion US$ of new investments
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will be undertaken for the next phases of exploitation of the new gas and oil fields
and for the construction of the Baku-Tiblisi- Ceyhan oil pipeline and the Baku-
Erzerum gas pipeline. The largest share of FDI is in the oil sector (91 percent in
2001), with the remaining share mostly in infrastructure.

Table 5: Foreign Direct Investments (FDI) in Azerbaijan 1994-2001 (Millions of

US dollar).
1994 1995 1996 1997 1998 1999 2000 2001
Total FDI 150 218 540 1155 1480 937 692 900
FDI in the oil 22 140 417 780 944 553 574 820.5
sector
FDI by country of origin
Turkey 40 52 73 118 204 103 63 70.6
USA 3 61 208 383 416 166 170 371.4
United Kingdom 6 28 81 184 230 163 169 161.5
Germany 1 1 4 27 38 7 57 13.9
Russia 3 15 44 85 8 47 32 34.6
Italy - - - 13 20 38 12 25
Japan 2 5 17 42 67 13 97 58.7
France 1 - - 14 22 44 70 62.9
Norway 1 12 35 69 115 63 47 35.5
Saudi Arabia 2 2 7 12 15 6 14 -
Arabic Emirates - 1 2 8 16 8 3 0.7
Spain - - - - - - - 477
Netherlands - - - - - - - 31.7
Canada - - - - - - 0.5
Switzerland 1 1 4 20 20 15 2 8.3
Iran 0.6 1 1 9 41 24 16 7.7
Others 90 39 64 101 194 240 203 12.9

Source: Ministry of Economic Development, Azerbaijan State Statistic Committee

Table 6: Inward FDI flows as a percentage of gross fixed capital

formation
1998 1999 2000

Azerbaijan 65.9 32.1 9.2
Turkmenistan 4.9 5.9 7.7
Georgia 30 20.1 29.8
Korea, Republic of 5.7 8.3 7.1
India 2.9 2.2 2.3
China 12.9 11.3 10.5
Poland 15.89 18.4 23.4
Romania 26.5 16.5 14.7
Russian Federation 5.7 11.9 6.7

Source: UNCTAD, ‘World Investment Report 2002: Transnational Corporation and Competitiveness’
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2.6. Price liberalization, privatisation

Privatisation has always been on the government's agenda and important reforms
have been implemented in this area with the backing of the IMF, the World Bank and
other donors.

In year