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he Aid for Trade agenda is one of the most important development-related out-

T comes of the 2005 WTO Ministerial Conference in Hong Kong. It targets develop-

ing countries through strengthening their productive capacities, trade-related

infrastructures and the ability to compete in regional and global markets. Trade plays an im-

portant role in development, although the relationship between trade and human develop-

ment is not automatic. In order to be inclusive, trade has to be set in a human development
framework. It needs to be conceived as a tool to enlarge the abilities and choices of people.

The Aid for Trade initiative covers the following categories:

- Trade policies and regulations;
- Trade development;
- Developing productive capacities; trade related adjustment, and; other trade-related needs.

UNDP’s regional Aid for Trade project ‘Wider Europe: Aid for Trade for Central Asia, South Cau-
casus and Western CIS, financed in the context of Finland's Wider Europe Initiative, focuses on
the identification of capacity gaps and technical assistance needs both at the national and
sub-regional level in Central Asia, South Caucasus and Western CIS and support to economic
development in the areas located along the selected transport corridors, helping small entre-
preneurs to gain from new trade opportunities.

The Wider Europe Initiative is Finland’s harmonised regional development framework. The ini-
tiative targets the following themes: security, trade and development, information, society de-
velopment, energy and the environment and social sustainability. The framework includes
three regional cooperation programmes — in Eastern Europe (Belarus, Moldova and Ukraine),
South Caucasus (Armenia, Azerbaijan and Georgia) and Central Asia (Kazakhstan, Kyrgyzstan,
Tajikistan, Turkmenistan and Uzbekistan).

The Needs Assessments produced under the Aid for Trade project form part of a long-term
vision of developing trade capacities, which will benefit human development in the region. The
recommendations presented are expected to constitute the basis for a second phase (2011 -
2013), focusing on the implementation of the recommendations developed in the national
and regional Needs Assessments.
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EXECUTIVE SUMMARY

his report was commissioned by
the United Nations Development
Programme to assess the impact
of trade policy on human development in
Azerbaijan. The report is based on UNDP’s
Guide on Trade and Human Development:
How to Conduct Trade Needs Assessments in
Transition Economies', which is widely used
to assess the role of trade in human develop-

ment in transition economies.

The report analyses the current situation in the
area of trade and human development and
identifies gaps and needs, presents recom-
mendations on improving the impact of
trade on human development in Azerbaijan,
and possible policy measures in the form of
a policy matrix. The latter is designed to im-
prove the relevant legislative basis and insti-
tutional, economic and supportive mecha-
nisms. Furthermore, a donor activity matrix,
which summarizes trade related activities of
international and regional organizations, was
prepared in order to facilitate coordination and
understanding of ongoing projects and pro-
grammes in the country. The results matrix also
considers the gaps of the donor matrix.

The report applies a comprehensive survey
methodology in order to cover all aspects of

the impact of trade on human development,
starting with an analysis of the current situa-
tion related to the trade and human devel-
opment pillars, continuing with an
examination of the impact of trade on GDP,
income, employment, education, invest-
ment, CPI, budget revenues, etc. as well as
analyzing the competitiveness of the differ-
ent sectors and sub-sectors of the economy.
The study utilises different methods, such as
the Revealed Comparative Advantage (Bal-
assa, NER) SWOT, PEST and finalizes with rec-
ommendations to enhance trade from a
human development perspective. These rec-
ommendations are later on compiled as a
policy matrix to be used by the government

and donor community.

To some extent, the results of this report are
optimistic about the positive role that trade
can play in strengthening human develop-
ment. However, the analysis demonstrates
that there is much room for improvement
and strong commitment is needed from the
different stakeholders, especially considering
the consequences of the recent global eco-
nomic and financial crisis. Increased efforts
are needed to strengthen the positive im-
pact of trade on human development, such
as improvements in business environment,

1 Available at http://europeandcis.undp.org/poverty/trade/show/8BD35D19-F203-1EE9-B08767E3833D66C6



productive capacity, export promotion, trade
policy, trade facilitation, market access etc.

Trade and trade policy clearly are one of, if
not the most important, means to overcome
human development challenges. However,
trade policy must be strategic, realistic, tar-
geted, comprehensive and timely.

All data utilized in the Report is mainly pro-
vided by SSC, unless indicated otherwise.

11




12

INTRODUCTION

uring the Soviet era Azerbaijan

economy was an integral part of

Soviet labor division. The collapse
of the Soviet Union resulted in the economic
disintegration between the former republics,
industrial decline, lack of investment and in-
novation, raise of prices and unemployment
and decrease in welfare indicators. For the
period of 1991-1995, GDP faced a 58.1%
(overall industrial production — 72%) decline.
The country started to emerge from the cri-
sisin 1996 and Azerbaijan's macroeconomic
stability and growth since 1997 has been im-
pressive.

The economy of Azerbaijan is dominated by
natural resource-based revenues, especially
revenues from the oil sector, which have
risen in spectacular ways in the recent years.
This has facilitated a rapid economic growth,
estimated at over 9.3% for 2009 (in 2008 -
10.8%, in 2007 — 25%, in 2006 — 34.5%). This
dynamic growth has stimulated non-oil sec-
tor development. Nevertheless, the non-oil
sector still exhibits large development po-
tential. Real GDP growth in agriculture was
only 3.5% and the sector generated only
6.7% of GDP in 2009, while its share in total
employment was about 38.5%. Today the oil
sector generates approximately half (47%) of
the GDP, but only 1.0% of all jobs. Besides
this, since 1995, a substantial part of FDI fo-

cused on the oil sector. Today the main chal-
lenge is"to convert "black gold" - oil - into
"human gold" - human capital (people
with skills and opportunities)”and the rel-
evant measures need to continue in order to
ensure the full and effective use of trade in
the realization of this challenge. The impact
of trade on human development has to be
carefully evaluated, gaps have to be removed
and adjustments have to be made in order
to maximize the gains from foreign trade.

In late 2006, the Government indicated a
keen interest in accelerating World Trade Or-
ganization (WTO) accession efforts and put-
ting in place a comprehensive legislative and
regulatory framework required to facilitate
the country’s entrance into the WTO. This in
turn creates the institutional momentum
needed to carry out necessary policy and ad-
ministrative reforms required to place the
non-oil/gas economy on a robust and sus-
tainable broad-based growth path.

In order to be competitive and gain more
from foreign trade, Azerbaijan has to diver-
sify its economy and carry out structural
changes in the national economy. These
changes have to be based on thorough and
holistic research and analysis. In other words,
it is very important to identify the non-oil
sectors (products) and sub-sectors of the



economy which are competitive in interna-
tional markets and which have a potential to
promote job creation and income, spur ex-
ports and attract foreign investments.

The current study endeavors to address the im-
pact of trade on human development by ex-
amining the impact of trade on the country’s
human development issues, such as income,
employment, education, life expectancy, etc.
Furthermore, the study examines the com-
petitiveness of the different sectors and sub-
sectors of the economy. The different results
of the study are used in order to assess the
impact of trade on human development.
Moreover, the impact of the recent global eco-
nomic and financial crisis was analyzed with
a special focus on human development and
relevant recommendations were prepared in
order to propose impact mitigation strategies.

The objective of the study is to carry out an
analysis of trade and human development in
Azerbaijan through a needs assessment with
a strong human development focus and
within this context, to develop recommen-
dations to improve the normative-legal basis,
the institutional, economic and supportive
mechanisms for strengthening the positive
impact of trade on human development. The
final objective of the study is to present a pol-
icy matrix proposing different measures and
interventions targeting trade development
within a human development framework.

In order to reach this objective, the tasks are

set and realized as follows:

— Trade and human development: method-
ological approach;

— Study of existing experiences in the field
of trade and human development;

— Analysis and evaluation of the current sit-
uation regarding trade and human devel-
opment in the Republic of Azerbaijan, as
well as:

- Monitoring and evaluation of national
legislation, institutional, economic and
supportive mechanisms, in the context of
the Aid for Trade categories;

- Executive summary of the work under-
taken in the area of human development
in the country,

- Analysis of the impact of trade on different
aspects of human development (eco-
nomic growth, employment, poverty, ed-
ucation, life expectancy, etc.)

- Identifying core issues to be addressed
with a special reference to the challenges
and prospects during and after the global
economic and financial crisis;

— |ldentification of policy measures and pro-
grams to be presented to the government
and donor community as well as:

Preparing recommendations on improv-
ing national legislation, institutional, eco-
nomic mechanismes;

- Preparing recommendations on strength-
ening the coordination between the gov-
ernment and the donor community;

- Elaborating a policy matrix.

According to the above-mentioned objec-
tives and tasks, the methodology of the
study is based mainly on desk surveys
(analysis and evaluation of the situation in
the country, and as a result identification of
possible directions for improvement, and
preparation of suggestions and recommen-
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dations), discussions and interviews with
stakeholders and an expert assessment.

The Report contains the following chapters:

Chapter one (Country Background: Socio-
economic Development Trends) presents
a brief country background, recent develop-
ment stages of the national economy and
objectives of the current socio-economic de-
velopment strategy. Relevant features of
macroeconomic framework, particularly
those which relate to trade and human de-
velopment issues are also highlighted in this
chapter.

Chapter two (Business Environment and
Investment Policy) provides broad informa-
tion on the country’s overall level of compet-
itiveness and identifies the main barriers and
obstacles. Business environment and invest-
ment policies are elaborated in line with trade
and human development related issues. The
evolution of foreign and domestic invest-
ment flows and their structure are analysed.
In order to elaborate measures to enhance
the business environment, the results of the
Doing Business Review are analysed and rec-
ommendations are developed.

Chapter three (Trade and Trade Policy)
presents and analyses the structure and evo-
lution of foreign trade trends, trade policy,
the institutional mapping, bilateral and mul-
tilateral trade agreements and the WTO ac-
cession issue.

Chapter four (Trade Facilitation and Mar-
ket Access) provides a review of customs

and tariffs procedures, storage and trans-
portation issues and costs, red tapes and
other barriers to trade with the aim of in-
creasing efficiency of foreign trade, raising
quality of respective services and identifying
ways and directions for reducing costs. Spe-
cial emphasis is given to the problems of
SMEs in this regard.

Chapter five (Sectoral Analysis: Sectoral
Competitiveness and Human Develop-
ment) studies a number of key sectors (prod-
ucts) — based on Revealed Comparative
Advantages analyses — that have potential for
development (especially export potential)
and an impact on human development. A
general overview of the sectors (products)
identified as competitive, SWOT analyses, as
well as, employment impact, export poten-
tial and opportunities are elaborated in the
chapter.

Chapter six (The Financial Crisis and its Im-
pact on Azerbaijan) provides an analysis of
the impact of the global financial and eco-
nomic crisis on the national economy
through the different transmission channels,
with a particular emphasis on trade and
human development issues.

Chapter seven (Trade Policy Response to
the Global Crisis and Post-crisis Recovery)
elaborates national trade policy responses in
the period of the global crisis (and post crisis
recovery) and provides recommendations for
national trade policy actions aimed at im-
proving Azerbaijan's economic and human
development.



The final chapter (Conclusions and Policy
Matrix: Human Development Challenges
and Trade Needs) summarizes the results,
findings and recommendations made. At the
same time, this chapter draws out a policy
matrix with concrete measures for imple-
mentation: i) for policy makers and ii) donor
community. A matrix of current donor
(donors involved in the Aid for Trade initia-
tive) commitments in the area of trade in
Azerbaijan is included.

15
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|. COUNTRY BACKGROUND:

SOCIO-ECONOMIC

DEVELOPMENT TRENDS

his chapter presents a brief coun-
T try background, recent develop-
ment stages of the national

economy and its objectives. Relevant fea-
tures of the macroeconomic framework, par-
ticularly those, which relate to trade and
human development issues are also high-
lighted in this chapter.

A. Economic Development

Following a sharp decline in the early 90s,
Azerbaijan achieved stable and rapid growth
starting from 1996. Shortly before independ-
ence, the economy of the country was char-
acterized by a rapid decline of economic
growth, a decrease in the absolute volume
of production, substantial differences be-
tween production and consumption, a de-
cline in economic efficiency indicators, an
imbalanced structure of the economy and
low levels of integration. These were the first
signs of the economic crisis, followed by the
profound economic crisis of the first years of
independence (1992-1994) (See: Table 1.1).
For the period of 1991-1995, GDP faced a de-
cline of 58.1% (overall industrial production —

72%). As a result of the crisis, living standards,
nominal incomes, wages and consumption
of population witnessed a sharp decline.

The ensuing period, between the years 1995-
2004, was characterized as a period of
strengthening macroeconomic stability and
maintenance of economic growth (See:
Annex 1). During this period, Azerbaijan sta-
bilised the socio-political situation in the
country, introduced systematized economic
reforms, ensured the support of international
organizations to the reform process, adopted
and implemented a number of programmes,
ensured macroeconomic stability and re-
stored economic growth (control of inflation,
ending budget deficit financing by the Cen-
tral Bank, ratio of budget deficit to GDP de-
creased to 1-2%). Since 1997, a dynamic
economic growth was observed (in 1996,
GDP increased by 1.3%, in 1997 by 5.8% and
during 1998-2004 on average by 10.0%). As a
result of the privatization process and the de-
velopment of entrepreneurship, the share of
the non-state sector in GDP reached 73.5%
in 2004. The State Oil Fund of the Republic of
Azerbaijan was established. The flow of FDI
into the economy increased.



Table 1.1: Evolution of main socio-economic indicators from 1991 to 1994 (1990=100%)

1991 1992 1993 1994
Real GDP. % 99.3 76.8 59.1 475
Industrial production, % 91.1 634 50.9 383

Agricultural production, %

100.3 /6.4 64.6 56.3

CPI (inflation), times 2.06 210 257.1 | 45332
Nominal income of population, times 2.1 16.0 1420 | 12784
Real average monthly wage level, % 79.0 66.0 436 17.3
Consumption expenditure of households, % 874 41.1 239 135

Capital Investments, %

79.2 473 288 544

Decline in living standards of population, times

0.98 1.3 1.8 36

Source: SSC

The country became one of the main play-
ers in the development and the implemen-
tation of several big regional projects such as
the Great Silk Way, TRACECA, fiber optic com-
munication cable bus, the construction of
the Baku-Tbilisi-Ceyhan oil pipeline and the
Baku-Thilisi-Erzurum gas pipeline, as well as
the development of the North-South trans-
port corridor.

A number of large development pro-
grammes and economic policy measures to
ensure the sustainability of dynamic socio-
economic development processes in the pe-
riod from 1995 to 2004 and beyond, such as
—"State Programme on SME Development in
the Republic of Azerbaijan (2002-2005)", “De-
mographic Development Concept of the Re-

nou

public of Azerbaijan’, “State Programme on

2 See: www.economy.gov.az

Tourism Development in the Republic of
Azerbaijan (2002-2005)", “State Programme
on Poverty Reduction and Economic Devel-
opment (2003-2005)", “State Programme on
Socio-Economic Development of Regions (|
Programme-2004-2008 and Il Programme-
2009-2013)""Long-term Strategy of the Man-
agement of Oil and Gas Revenues’, “State
Programme on Poverty Reduction and Sus-
tainable Development (2008-2015)" — were
adopted and implemented.

Simultaneously, the Government annually
prepares the Social-Economic Development
Concept of the Republic of Azerbaijan?, inte-
grating a forecast for the next 3 years (‘one
plus three” principle, which is also applied
during the budget formulation process
called Midterm Expenditure Framework). The

. COUNTRY BACKGROUND: SOCIO-ECONOMIC DEVELOPMENT TRENDS

1/
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Box 1.1

The main features of the 2009 Social-Economic Development Concept
of the Republic of Azerbaijan

The Concept consists of the following parts:

i) Development of the global economy and its midterm trends;

ii) Results of socio-economic development in 2007;

iii) Semi-annual socio-economic development in 2008;

iv) Priorities of socio-economic development in 2009-2012;

v) Macroeconomic policy;

vi) Finance market and priorities for the development of finance institutions;
vii) Foreign trade policy;

viii) Development of entrepreneurship;

iX) Development of economic and social sectors.

The Concept covers the strategic goals of the country to be achieved in the coming years.
The overall goal of the Concept is to achieve sustainable development and decent living
conditions of the population through the establishment of a free market economy on the
basis of competition, efficiency and fair distribution of resources. The following objectives
are identified in order to achieve the strategic goal of the Concept:

Ensuring sustainable and balanced economic development;

Ensuring decent living conditions of the population;

Ensuring integration into the global economy;

Ensuring environmental sustainability.

Due to the Concept, the Government recognizes the importance of human development
and expanding trade in Azerbaijan. For this purpose, trade related priorities like i) the sim-
plification of foreign trade procedures; ii) the diversification of the structure of imported
and exported goods; iii) the diversification of the geographical structure of import and ex-
port; iv) analyses of possibilities to protect the domestic market within the framework of
WTO principles; v) improving trade policy with regards to stimulating the production of
import substitution goods; investigation of possible benefits from preferential trade
regimes; vi) improving trade statistics; vii) analyzing the role of e-trade in foreign trade and
etc. are identified in the Concept. A special emphasis is given to improving the quality of
education and health services, as well as access to these services, also ensuring decent em-
ployment through support to the private sector, especially, SMEs development. Further-
more, the Government has identified the development of ICT as one of its main priorities.



latest version of this was prepared for 2009
and it covers human development and trade
related goals and objectives (See: Box 1.1).
The Concept is an integral part of the State
Budget Formulation Process and is submit-
ted to the National Parliament together with
the Draft State Budget for review and ap-
proval.

Alongside with the Concept, a long term de-
velopment strategy and programmes are
very important for the future development
of the country. Such programmes could as-
sist in the prioritization of the activities of the
national government and the international

community.

According to SSC data, despite the global
economic crisis, Azerbaijan's rapid economic
growth continued in 2008 and 2009 with
10.8% and 9.3% GDP growth rates respec-
tively (this indicator was 25.1% in 2007 and
34.5% in 2006). These figures are considered
as one of the world highest for that period.
GDP per capita increased by 7.9% in 2009
and reached 4874.1 USD in current prices.
The volume of the industrial sector increased
by 8.6% and totaled 22.2 bIn. AZN. 75.7% of
this is produced by the mining industry. The
economy of the country is highly dependent
on the oil and gas mining sector. Today, the
oil sector generates approximately half
(47.0%) of GDP, but only 1.0% of total em-
ployment. In 2009, the non-oil sector grew
by 3.2%?2, driven mostly by the development
of services and the construction sector, both
of which benefited from increased demand

3 Growth of 11.8% in 2006, 11.3% in 2007 and 15.7% in 2008.

of the oil sector. At the same time, the col-
lapse of oil prices during the second half of
2008 and at the beginning of 2009 demon-
strates the importance of continuing to pro-
vide special attention to the development of
non-oil sectors.

The country's output is largely produced by
private businesses. Their share constituted
81.2% of GDP in 2009. This is the result of sev-
eral stages of privatization of the formerly
state owned properties and the develop-
ment of new privately owned industries.
However, a number of key segments of the
economy are still state controlled. Many of
them are now "open for privatization" due to
the Presidential Decrees for the creation of
additional investment opportunities. The
government uses several methods of privati-
zation, the most popular being the acquisi-
tion by a "strategic investor" or via an
"investment tender".

According to statistical data from the Central
Bank of Azerbaijan (CBA), real appreciation of
the local currency — manat (AZN) —increased
by 20% since 2005, affecting the non-oil sec-
tor's competitiveness. In fact, according to
the SSC, labor cost in the non-oil sector,
measured by the wage rate, increased 3.6
times since 2007. This is a much higher rate
compared to the increase of productivity.
The above shows clearly that the non-oil sec-
tor is facing a loss of competitiveness. There
is a necessity to diversify the economy and
target sustainable development through a
competitive non-oil sector.

'1C DEVELOPMENT TREN
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Although the level of inflation was relatively
high in 2006-2008, it substantially decreased
in 2009. According to recent figures pre-
sented by the SSC and CBA, the average in-
flation rate reached 20.8%* in 2008 and 1.5%
in 2009. The high inflation rate was mainly
due to increased budget expenditures, in-
flow of substantial oil revenues into the
economy and the inflation processes on the
globallevel (high price for energy carriers re-
sulted in an increase of the price of manu-
factured goods and agricultural products,
globally) in previous years, while its decrease
in 2009 was associated with the global fi-
nancial and economic crisis.

Agriculture is still the dominant economic ac-
tivity in terms of employment. Thus, in 2009,
the agricultural sector provided for 38.5% of
the employment in the country, generating
6.7% of GDP. The average monthly wage in the
sector (174.5 AZN or 168.1 USD) is lower
than the country average (298 AZN or 372.5
USD). Cotton is one of the leading cash crop,
together with grapes (for wine production),
fruits, nuts, vegetables, and tobacco. The de-
velopment pace of the sector is slow in com-
parison to other sectors of the economy —
around 4-5% per year. Considerable progress
is being made, particularly in the allocation of
farm lands to peasants and the issuance of
land titles to new farmers. This process began
in 1996 in 1,745 former state and collective

4 In 2006, the inflation rate was 8.3% and in 2007, 16.7%

farms which the Government decided to pri-
vatize. The cultivable land on those farms was
allocated to farm members. During this
process some 869,268 land titles were is-
sued to rural families (96% of the families are
in rural settlements).> Considering the un-
derdevelopment of the sector, a major role in
the framework of the newly adopted SP-
PRSD is given to the development of the agri-
cultural sector as a main source of income gen-
eration and combating poverty in rural areas.
The establishment of an Agricultural Bank aim-
ing atimproving access to credit resources and
encouraging private investment in the agri-
cultural sector is expected. Credits in the
area of agriculture are managed by non-
banking credit organizations. In the long run,
an agriculture that is poor in investment and
capital can hardly be sustainable and com-
petitive, even in internal markets. Therefore, the
agricultural sector’s main development priority
is to achieve an increase in productivity,
which can be done through the use of ad-
vanced technologies and a transition from sub-
sistence farming to agricultural businesses.

Azerbaijan has one of the lowest external
debt/GDP ratios in the region and a sound
financial system. According to the Ministry of
Finance, the level of external debt equaled
3.4 bIn. USD (7.95% of GDP) by the end of
2009. The level of external debt per capita is
380.3 USD (See: Table 1.2).

5 There are nine climatic zones in Azerbaijan and due to this, incomes from land depend not only on the size of land the

household owns or uses, but also on the quality of soil and yield per hectare accordingly. For example, the farmers in

Lankaran rayon which is a subtropical zone and in which almost all households have less than one hectare of land earn much

more than the farmers in Kurdemir, Yevlakh or Gobustan rayons where the average size of privatized land per family is 2.59,

248 and 4.98 hectares respectively.



Table 1.2: External debt indicators

1995 | 2001 | 2002 | 2003

2004 | 2005 | 2006 | 2007 | 2008 | 2009

External debt
stocks, total
(current
million USD)

321011277,8 19488 18149 19864 30214 3001,1 34218

3210112778

Total debt
service (% of
exports of 404 508 434 201
goods and

services)

1331 126 . 4041 508

Official devel-
opment assis-
tance and
official aid
(current
million USD)

1186 2292 1759

Total debt
(% of GDP)

Total debt
service paid 10,1
(million USD)

126,21 2323 231,1

2246

133 224 225 137

2056 2253 1186 2292

95 91 64 /795 133 224

2446 1675 287,71 10,1 1262

Source: http://ddp-ext.worldbank.org/ext/DDPQQ/report.do?method=showReport and Country partnership strategy progress
report for Azerbaijan. For the period fy07 — fy10. April 1, 2008. IBRD, IDA and IFC. Document of The World Bank; SSC and Global
Development Finance Online (World Bank 2008), Statistical Compendium 2004-1 CD-ROM (OECD 2004), country sources.

The CBA consistently pursued the "stable
manat" policy from 1997 to 2006, with the
annual inflation rate not exceeding single
digit figures. This tendency only changed in
2008-2009, due to the inflow of oil revenues
and other factors discussed later in this
paper. As a result of timely measures, infla-
tion diminished again to the single-digit
level of 1.5% in 2009.

The fiscal system is characterized by a low
state budget deficit, which does not exceed
1% of GDP. In 2009, the deficit stood at 0.7%
of GDP (in 2008 — 0.03% and in 2007 - 0.2%
of GDP).

In 2008, surplus of the balance of payment was
16.5 bIn. USD (33.7% of GDP), reflecting a four-
fold increase from 2007. This is mainly due to
the increase of oil production and export. The
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surplus of the balance of payment was equal
to 2.7 bln. USD in 2009 (6.3% of GDP).

Today, the main objectives of the national
socio-economic development strategy are
the strengthening of the economic potential
of the country and its efficient implementa-
tion, development of the non-oil sector (in-
creasing competitiveness), facilitatation of the
effective integration into the global economy
(including WTO accession process), full and ef-
ficient realization of the potential of each eco-
nomic region and harmonization of their
development levels, enhancement of em-
ployment opportunities, development of en-
trepreneurship, increasing the volume, quality
and access of social services, reducing poverty
and ensuring environmental protection, eco-
logical safety and sustainable development. A
sustainable improvement in the business en-
vironment and the investment climate in the
non-oil sector is crucial to ensure the diversifi-
cation of the economy.

B. Human Development Pillars

Azerbaijan belongs to the group of CIS states
with fast growing populations (See: Annex-
1). Although the total birth rate (live births per
woman aged 15-49) has declined from 2.9in
the late 1980s to 2.05 at present, it is still among
one of the highest in the region. In compar-
ison, in Ukraine, the total birth rate equals 1.25,
in Russia — 140, in Armenia — 1.35 and in Geor-

gia — 1445 The age structure of the popula-
tion in Azerbaijan is also very favourable to
population growth. The country has one of the
lowest old age dependency among CIS states:
the ratio of population aged 60 years and pop-
ulation aged 15-59is only around 9.5% (2009),
compared to 17.9% in Russia, 22.1% in Ukraine,
16.1% in Armenia and 20.7% in Georgia’.

The population is almost evenly distributed
between urban and rural areas, with 54.1%
residing in urban areas.

The labour market in Azerbaijan is in a de-
velopmental stage and measures are being
implemented to enhance job opportunities
(Figure 1.1). By 2008, 57.0% (HBS data) of the
working age population (aged 15-64) has
employed, which is slightly below the level
in neighbouring Georgia, 57.4% (2007) but
higher than in Armenia. The employment
rate is much lower than in some transition
economies, such as Estonia (68%) and the
Czech Republic (65%).

A number of measures have been introduced
in order to increase employment levels and im-
prove the effectiveness of the labour market.
These include: the creation of better conditions
to promote entrepreneurship and self-em-
ployment, boost investment activity, strength-
en social protection, legalise informal em-
ployment and improve institutional capacity.
The government, in cooperation with the In-
ternational Labour Organisation, has prepared

6 CIAWorld Factbook 2008, https://www.cia.gov/library/publications/the-world-factbook/index.html, note: Unless otherwise

noted, information in this page is accurate as of January, 2010

7 http://hdrstats.undp.org/en/indicators/147.html



Figure 1.1: Main Characteristics of Azerbaijan’s Labour Market: Unemployment, Employment
and Economic Activity Rate (Aged 15-64), the 2008 HBS Data, %
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Source: Household Budget Survey 2008 (S5C), author’s estimations.

Figure 1.2: Main Characteristics of Azerbaijan’s Labour Market: Unemployment, Employment
and Economic Activity Rate by Gender, 2008 HBS Data, %
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the employment strategy of the Republic of
Azerbaijan 2006-2015. The strategy is focused
on implementing programs, promoting decent
work and ensuring equal opportunities for men
and women. It also focuses on education
and vocational training as well as the devel-
opment of small and medium-sized enterprises.
In May 2007, the "Program on the implemen-
tation of the employment strategy of the Re-
public of Azerbaijan for 2007-2010" was ap-
proved by presidential decree. The key ob-
jective of this program is the reduction of un-
employment, the improvement of the labour
market, social protection of the unemployed
and vulnerable groups. The complete imple-
mentation of the strategy and the program will
require adequate leadership among the dif-
ferent ministries involved and effective mon-

itoring mechanisms.

According to the 2003 and 2006 LFS data
and the 2008 HBS data, there has been a

remarkable increase in employment of
females, while employment rates among
males have remained stable. Most of the em-
ployment growth among females is in the in-
formal sector, especially in subsistence
agriculture. There are still significant gender
differences in the participation of males and
females in the labour force of Azerbaijan,
which reflects the duality of the labour mar-
ket. According to the HBS 2008 data, the em-
ployment rate of females aged 15-64 is
47.3% compared to 67.8% for males; unem-
ployment rate is lower for females, 8.1% com-
pared to 11.4% for males indicating that

women are less economically active.

The informal economy and employment
in the informal sector is sizeable in Azer-
baijan. According to the SSC, the informal
economy has been on average 17.6% of offi-
cial GDP in 2002-2006. This figure was 9% for
2008-2009.

Table 1.3: Structure of employment of population by employment status in 2003 and 2006,

LFS data; %

With employment contract

Without employment contract

2003 2006 2003 2006
Total 54.7 40.5 453 595
Including:
Males 56.2 47.8 43.8 5272
Females 52.6 324 474 67.6
Urban 81.9 60.9 18.1 39.7
Rural 26.7 29.1 69.4 709

Source: MLSPP and SSC 2008



Figure 1.3: Evolution of minimum wages and average monthly nominal wages in 2000-2009, AZN
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The decreasing size of the informal economy
over the recent years can be explained by the
fact that the share of the oil sector in GDP has
increased due to the high level of foreign in-
vestment in these areas, resulting in the ex-
haustion of informal economic activities in the
sector. The increase in the share of the oil sec-
tor and elimination of informal economic ac-
tivities in this sector have led to a decrease in
the share of other industries and consequently
the share of informal economy in GDP. How-
ever, given that the oil sector is a capital-inten-
sive industry that provides employment for
about 1% of the workforce, the conclusion can
be made that the absolute value of the infor-
mal economy is not decreasing.

LFS data identified that, between 2003 and
2006, the share of workers employed without

2005 2006 2007 2008 2009

—— Average nominal monthly wage

employment contracts increased from 45.3%
to 59.5% (Table 1.3). There is a sizeable infor-
mal employment within the formal sector as
well. Furthermore, the proportion of people
in various forms of self-employment is very
high; this tends to confirm the prevalence of
unprotected forms of labour, informal labour
and work in precarious conditions.

Minimum wages were kept low for quite a long
period. Only since 2001 have minimum wage
levels started to slowly increase. However, in
2007, minimum wages were still only 23% of the
average wages in the country (Figure 1.3).In ear-
ly 2008, minimum wages were raised to 60 AZNE,
and from September 2008, to 75 AZN, which
equaled 29% of the average monthly nominal
wage at that time (257 AZN)’. In August 2010
mimum salary wage increased to 85 AZN. Ac-

8 According to CBA, in 2009 1USD=0.80 AZN, in 2008 1USD=0.80 AZN, in 2007 1USD=0.84 AZN, in 2006 1USD=0.87 AZN, in

2005 1 USD=0.92 AZN, in 2004 1USD=0.98 AZN.

9 See: http://www.azstat.org/statinfo/labour/en/024.shtmlis1
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Table 1.4: Average monthly wages in private and public sectors in 2008, AZN

Public sector Private sector

Agriculture, hunting and forestry 115.9 1121
Fishing 110.5 804
Health and social work 1234 204.3
Education 2135 229.7
Wholesale and retail trade 226.6 2105
Manufacturing 2923 218
Electricity, gas and water supply 2859 2553
Public administration and defence 3254 108.9
Hotels and restaurants 2259 2674
Transport, storage and communications 2819 5499
Construction 3731 432
Real estate 2844 961.6
Financial intermediation 593.1 814.7
Mining and quarrying 623.1 1630.5
Overall 2324 342.7

Source: SSC at: http://www.azstat.org/statinfo/labour/en/004_1.shtml

cording to the wage survey conducted in No-
vember 2007, only 2.9% of full time employees
earned salaries below the level of minimum
wages of 50 AZN for that period.

In recent years, average real wages are in-
creasing at double digit rates, from over 20%
in 2003 and 2004, to 11-13% in 2005 and
2006 and to 23% in 2007 and 2008. In 2009,
nominal average monthly wages reached
the level of 298 AZN, compared to 274 AZN
in 2008, an increase of about 28% in real
terms. Disparities in average wages in differ-

ent sectors are also enormous. In private
mining and quarrying sector, monthly wage
levels exceeded 1630.5 AZN in 2008, being
on average 10-15-fold higher than in the
lowest-paid sectors: agriculture, public
health, social work and education (Table 1.4).

Azerbaijan ratified most of the major ILO
conventions (See: Annex 3).

In 2008, the Government adopted the State
Programme for Poverty Reduction and
Sustainable Development (2008-2015),

. COUNTRY BACKGROUND: SOCIO-ECONOMIC DEVELOPMENT TRENDS



with the principal objective of supporting
the vast improvements achieved during the
implementation of the State Programme on
Poverty Reduction and Economic Develop-
ment (2003-2005) and meeting the chal-
lenges set out in the Millennium Declaration:
improving material welfare of the popula-
tion, reducing poverty by half by 2015 and
providing social protection to the vulnerable
strata of the population. The adopted SP-
PRSD is aligned with the MDGs and sets
country-specific targets. It integrates other
current state programs, the MTEF and State
Budgeting processes, as well as the PIP. The
SPPRSD is based on a participatory process
involving the government, international or-

ganizations and civil society. It incorporates
gender, youth policy, children’s rights, envi-
ronmental and other cross-cutting issues.

While the poverty rates have decreased over
the last years mainly due to significant GDP
growth, poverty is still a challenge. According
to government estimations, based on the na-
tional absolute poverty line (see, Table 1.5),
about 13.2% of the population lived in
poverty in 2008 (down from 46.7 % in 2002)
and 11.0% in 2009. The main source of rural
poverty is the lack of access to basic services
and poor physical infrastructure, while urban
poverty is linked to the lack of employment
opportunities and wage levels.

Table 1.5: Rate of poverty in Azerbaijan, HBS results 2002-2009

Unit | 2002 | 2003

2005 | 2006 | 2007

Absolute poverty
. AZN 35 | 358
line'®

388 | 426 58 64 70 | 895

Absolute poverty
% 46.7 | 44.7
rate

402 | 293 | 208 | 158 | 132 | 110

Relative poverty
% 88 | 120
rate’

8.7 6.1 - - - -

Extreme poverty

rate'?

4.9 2.2 2.0 1.6 1.2 1.0

Source: WB and SPPRED Secretariat estimates for 2002-2005, SSC estimates for 2006-2009.

10 The “absolute poverty line” is estimated as the value of minimum consumption basket. The minimum consumption bas-

ket is based on the value of three sub-minimum baskets, namely that for food products, non-food products and services.

11 A'relative poverty line”is estimated as 70.0% of median consumption expenditure.

12 An“extreme poverty line”is estimated as the value of the minimum food basket.
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Table 1.5 summarizes the poverty rates in the
country using the HBS results for 2002-2009.
As shown in the above table, poverty rates in
the country have dropped significantly over
the recent years. Nonetheless, every ninth
person still faces the risk of poverty.

Analysis of the HBS data for 2002-2009 sug-
gests that there are regional differences in
poverty rates;'® Baku has a notably lower
poverty incidence than the other regions;
there are no significant differences in the
poverty rates for males and females; the
poverty risk increases upon increase of
household size; poverty risk is low for edu-
cated households; there is a high poverty risk
for those who are of working age (where the
head of household is in the 30-39 and 40-49
year age groups). These factors are associ-
ated with poverty risk in the country and
need to be taken into account when formu-
lating priority policy actions for human de-
velopment in the country.

While the Azerbaijan HBS data satisfy most
empirical regularities expected in a typical
household survey data, the inequality meas-
ures based on the data are unusually low. For
example, for the latest years (2005-2008), the
Gini coefficient of consumption (the com-
monly used measure of inequality) is in the
range of 0.17-0.22. This is among the lowest
Gini coefficients ever observed in any coun-
try, and is extremely low even with the stan-
dard of countries generally considered as
most equal in the world. On the other hand,
international sources (www.hdrstats.undp.

org/en/indicators/147.html, http://go.world-
bank.org/NT2ATXUWPO, etc) show that
today the Gini coefficient for Azerbaijan is in
the range of 0.31-0.38.

This discrepancy is mostly due to the diffi-
culties that emerged during the implemen-
tation of HBS. In most cases high income
households tend to refuse to respond to the
HBS questionnaire. This is one of the main
reasons of the low Gini coefficient (0.17-0.22).
For the calculations of the Gini coefficient in-
ternational organizations use different cor-
rection methods in order to take into
consideration non-response cases by high
income households.

According to official information, infant and
maternity mortality rates (Annex 1) show
a downward trend, but a slow one. Results
obtained by an alternative different survey
suggest that the official figures substantially
underestimate the scale of the problem.
There is a need to increase public investment
in accessible, quality and affordable mater-
nal health services.

School enrolment rates are high (Annex 1),
but there are growing concerns in the differ-
ences in quality of education provided at
schools. An increase in public investment in
education is necessary to address these dif-
ferences and to ensure that all children are
provided with the same opportunities.

Housing conditions for the vulnerable
strata of the population are unsatisfactory,

13 Upper Shirvan, Mughan and Salyan regions, Nakhchivan Autonomous Republic having the highest rates.



Box 1.2

The main conclusions on policy significance of poverty analyses

The following points should be taken into consideration when formulating policy priorities

with a human development focus:

It is necessary to promote labor-intensive economic development in the regions and
across different sectors.

It is necessary to ensure that employment is not low-wage and low-productivity — i.e.
there is a need to work towards economic development which is labor intensive, but
which can also replace the high rates of underemployment (in agriculture sector).
Social protection measures need to ensure that vulnerable households with children are
provided with support.

The fact that higher education levels of heads of households reduce the poverty risk con-
firms that the country has to invest in the human capital of future generation.

Poverty reduction in the past years has been largely driven by the increase in social trans-
fers, with pensions and targeted social benefits being the most important transfers. In the
interests of long term sustainable development, it is important that poverty reduction is
driven not only by social transfers, but also by increased employment and income-gen-

eration opportunities.

especially in rural areas. Overcrowding, heat-
ing with non-clean fuel, lack of regular elec-
tricity supply and lack of access to piped
water are problems faced by a large section
of the IDP population and other vulnerable
groups.

With regards to social inclusion and pro-
tection, a number of measures have been
introduced concerning the reform of the so-
cial security system. A mechanism of tar-
geted social assistance has been applied
since July 2006 in accordance with the law
on targeted state social assistance. This
mechanism mostly covers vulnerable strata
— low-income families and the poor. As a
result, over 173 thousand families (790 thou-

sand people) are benefiting from social as-
sistance. Currently, the Azerbaijani Govern-
ment is working with the World Bank and
USAID in order to increase the effectiveness
and transparency in providing public pen-
sions and social assistance.

Key environment issues concern threats re-
lated to climate change, air quality, water
quality, waste management, natural habitat
protection, coastal and marine pollution and
land use (in particular desertification). Azer-
baijan has made progress on climate change
related issues: i) a second national commu-
nication, a greenhouse gas inventory and
adaptation measures are under preparation;
i) altogether 17 Clean Development Mecha-
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nism (CDM) projects have been prepared; iii)
Azerbaijan participates in activities under-
taken under the EU Water Initiative; iv) the
MED launched an Integrated Solid Waste
Management System for the Absheron
Peninsula Project with the involvement of
foreign companies.

Azerbaijan has ratified relevant international
and regional conventions and protocols, ex-
cept the Protocol on Strategic Environmental
Assessments to the UNECE Convention on
the Environmental Impact Assessment in a
Trans-boundary Context. Azerbaijan partici-
pates actively in the regional cooperation
under the Caspian Environment Convention
and Caspian Environment Programme.

. COUNTRY BACKGROUND: SOCIO-ECONOMIC DEVELOPMENT TRENDS



Il. BUSINESS ENVIRONMENT
AND INVESTMENT POLICY

his chapter provides information
T on the country’s overall compet-
itiveness and identifies the main
barriers and obstacles. The report analyzes
the structure and the evolution of foreign
and domestic investment flows. In order to
elaborate concrete measures to enhance the
business environment, the results of Doing
Business Review are analyzed as well. The re-
sults of the following recent surveys and
studies undertaken in Azerbaijan were used
in the analysis of this report: i) Survey on In-
vestment Climate, Transport and Trade Facil-
itation by AmCham (February 2008); ii) 2008
edition of the World Economic Forum'’s Exec-
utive Opinion Survey, iii) "Enterprises’ satis-
faction with business climate in Azerbaijan"
by GTZ (January 2009), and iv) "Study of small
and medium enterprises in Azerbaijan" by
IFC (January 2009).

A. Business Environment

After declaring its independence in 1991,
Azerbaijan implemented reforms in order to
liberalize the economy and to optimise the
investment potential for local and foreign en-

trepreneurs. At present, the business envi-
ronment in Azerbaijan can be considered
positive, but there remain a number of chal-
lenges to be tackled in order to enhance the
development patterns of the country.

The most recent World Bank Doing Busi-
ness 2009'* Report ranked Azerbaijan as
33rd out of 181 economies (a year earlier the
country was on 97th place). During the last
year, Azerbaijan implemented 7 reforms re-
lated to doing business issues (Table 2.1) and
became a top reformer: i) the country cre-
ated a one-stop shop for company registra-
tions, cutting the number of procedures
from 13 to 6 and reducing the time required
to up to 5 working days; ii) substantial
amendments were made to the Labour
Code in May 2007; iii) the country strength-
ened the legislative base of investor protec-
tion; iv) an online filing and payment system
with an advanced accounting software for
calculating taxes was introduced, etc.

The country reached a considerable increase
in the Global Ease of Doing Business rank, as
can be seen from the table. However there
remain issues that should be addressed —

14 http//www.doingbusiness.org/ExploreEconomies/?economyid=14
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Table 2.1: Azerbaijan's ranking in Doing Business 2008 and 2009

Reforms
Change )
2008 | 2009 . imple-
in rank
mented
Doing Business 97 33 +64
Starting a Business 66 13 +53 +
Dealing with Construction Permits 160 155 +5 -
Employing Workers 67 15 +52 +
Registering Property 63 9 +54 +
Getting Credit 25 12 +13 +
Protecting Investors 110 18 +92 +
Paying Taxes 143 102 +41 +
Trading Across Borders 176 174 +2 -
Enforcing Contracts 27 26 +1 +
Closing a Business 78 81 -3 -

Source: World Bank, Doing Business 2009. http://www.doingbusiness.org/ExploreEconomies/?economyid=14

namely Construction Permits, Paying Taxes,
Trading Across Borders and Closing a Busi-
ness. In these areas of the Report the country
is placed in 155th, 102nd, 174th and 81st po-
sition respectively. Some of these issues are
analyzed in the next chapters of the report.

B. Business Registration

A company may start operations in Azerbai-
jan from the moment of state registration.
A new system of “single window" (one-stop-

shop) has been launched in January 2008.

15 The ranking of 2009 is out of a total of 181 countries.

Currently, all registration procedures of busi-
ness entities are carried out by the Ministry
of Taxes of the Republic of Azerbaijan. The
number of registration procedures was re-
duced from 15 to 5 (See: Table 2.2). A new
company is registered within 3 days after all
relevant documents are presented to the
Local Tax Authorities.

According to Doing Business 2009, 16 days
are required for the whole process.

[1. BUSINESS ENVIRONMENT AND INVESTMENT POLICY



C. Activity Licensing

Licensing was substantially simplified with
foreign investors' interests in mind. The Azer-
baijani licensing system was reformed in
2002. The number of business activities re-
quiring a license was reduced from more
than 200 to 30. However, currently the list
reaches approximately 50 (See: Annex 4). Ac-
tivities requiring licenses and permits are
stipulated by Presidential Decree No. 782“On
Improving the License Issuance Rules for
Some Types of Activity” dated September 2,

Table 2.2: Company registration procedures

2002. This decree unifies the licensing rules
for all types of licenses and specifies: (a) the
business activities subject to licensing, (b) the
licensing authorities, and (c) the license fees
with regards to each business activity sub-
ject to licensing. Additionally, the Presiden-
tial Decree No. 310 dated March 28, 2000
establishes certain limits and exceptions to
general licensing rules. Legal entities,
branches and representations of foreign
legal entities can obtain licenses for imple-
menting activities requiring a special permit
(license) according to the Law of the Re-

List of pre-registration

. Issuing a decree on appointing the director of the legal entity to

procedures: be registered;
. Preparing the charter (statute) of the legal entity to be registered;
3. Obtaining a confirmation of the legal address of the legal entity
from the proposed lesser;
. Depositing the charter capital in a bank and obtaining a receipt;
paying the state registration fee and receiving a receipt;
. Filing documents with the company registrar at the One Stop
shop Taxes, registering for VAT purposes;
Once a registration 1. Obtaining a company seal;
certificate is obtained, | 2. Certifying the signature of the authorized person (director) of the
there are certain post- entity in notary;
registration proce- . Registering at the State Social Protection Fund;
dures to be carried out | 4. Opening a permanent bank account (in AZN is obligatory, USD,
by the newly registered |  Euro and etc. accounts are acceptable);
legal entity: . Obtaining workbooks (if necessary, generally employees with a

previous employment history have workbooks) for employees
from the Local Employment Office of Ministry of Labor and Social
Protection of Population.

Source: World Bank, Doing Business 2009 http://www.doingbusiness.org/ExploreEconomies/?economyid=14
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public of Azerbaijan «On business activ-
ity» only after they have been registered. A
license is granted without discrimination to
any person/entity that satisfies the require-
ments for that specific license. Foreign legal
entities and individuals, as well as branches
and representations of foreign entities need
to obtain licenses in accordance with Azer-
baijani legislation for carrying out a business
activity.

D. Currency Regulations

Currency regulation in Azerbaijan is carried
out by the Central Bank of the Republic of
Azerbaijan (the CBA, former National Bank of
Azerbaijan). Foreign exchange transactions
are regulated by the Law on Currency Regu-
lation. The CBA administers the overall en-
forcement of currency regulation. Various
aspects of foreign currency regulation also
cover,among other matters, precious metals
and foreign securities.

The currency regime of Azerbaijan was lib-
eralized and clarified in 2001 with the adop-
tion of the amendments to the Currency
Law. The liberalized provisions raise the thresh-
old amounts for currency that can be taken out
of/remitted from/to Azerbaijan. In furtherance
of the amendment to the Currency Law, in
2002 the CBA replaced its regulations on
currency transactions. Furthermore, in 2004,
the CBA eliminated entirely the limitation on

the amount of overseas advance payments for
goods to be imported into Azerbaijan.

Both residents and non-residents'® must
comply with the following currency regula-
tion requirements:

— The manat is the only currency for pay-
ment for the sale and purchase of goods
and services in Azerbaijan, except where
the recipient has a CBA permit to render
services or sell goods using a foreign cur-
rency;

— The purchase, sale and exchange of for-
eign currency in Azerbaijan must be car-
ried out through authorized banks or
authorized non-banking financial institu-
tions. Transactions conducted outside
these institutions are prohibited; and

— The supply of goods, works and services in
exchange for the advance payment over-
seas must be completed within 365 days
of the advance. In case of failure to fulfil
obligations in exchange for the advance
payment, the bank which made the trans-
fer must provide the CBA with the infor-
mation and documents relating to that
operation.

Currency operations involving the move-
ment of capital must be performed by resi-
dent entities in the manner approved by the
CBA. The CBA, however, has not yet estab-
lished any procedure. In reality, no licensing
of currency operations involving the move-
ment of capital is required at present.

16 The definition of “resident”includes private individuals having a permanent place of residence in Azerbaijan, and legal en-

tities established in accordance with Azerbaijani legislation. Branches and representative offices of foreign entities estab-

lished in Azerbaijan do not fall within the definition of a resident.
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Foreign exchange regulations are less re-
strictive for non-residents largely due to the
fact that non-residents’ bank accounts out-
side Azerbaijan are not regulated by the
Azerbaijani currency control rules. The CBA's
2002 currency regulations now permit,
among other things, local banks to debt-fi-
nance non-residents’ projects in Azerbaijan
for a period of up to 180 days; these regula-
tions also introduced basic rules for non-res-
idents’ repatriation of foreign investments
from Azerbaijan.

E. Tax Policy

Tax policy in Azerbaijan is prepared by the
Ministry of Taxes and is carried out by the
Ministry of Finance, the Ministry of Taxes,
other state agencies and other organizations.
The Ministry of Taxes controls within its au-
thority the accurate calculation of state taxes
and other budget revenues of the Repubilic
of Azerbaijan, their timely and full transfer to
the state budget and compliance with tax
legislation. The present tax policy imple-
mented in the country is regulated by the Tax
Code adopted in 2000 and numerous nor-
mative legal acts.

The tax administration system has been
significantly modernized within the last
ten years. By 2004, the Government imple-
mented a number of reforms aimed at es-
tablishing a strong foundation for modern
tax administration. The reforms included: (i)
the enactment of a consolidated tax code; (ii)
the establishment of a large full service tax-
payers unit; (iii) the application of automated

systems; and (iv) the creation of a taxpayers
services program. Since 2005, the modern-
ization process has continued with: (i) the
tightening of the VAT registration controls; (ii)
the implementation of an integrated com-
puter system for all taxes; (iii) the introduc-
tion of electronic filing; (iv) the establishment
of a one-stop shop business registration in
early 2008; and (v) the strengthening of
human resources management and per-
formance measurement.

Azerbaijan’s tax system consists of state
taxes, taxes of the Autonomous Republic and
local (municipal) taxes. Main types of taxes
are the VAT, income tax for individuals, profit
tax for legal entities, road tax, land tax, prop-
erty tax, social security contributions (55Cs),
excise tax and customs duties. There is also a
turnover tax at rates of 2 to 4% collected
from small taxpayers in lieu of the VAT.

There are two different types of tax regimes
in Azerbaijan: statutory tax regime and an oil
consortia tax regime (PSA and HGA).

The companies that work predominantly in
the oil & gas sector under the Production
Sharing Agreements (PSA) are subject to the
oil consortia tax regime. With the enactment
of a Host Government Agreement (HGA),
governing activities on the Main Export
Pipeline BTC, Azerbaijan introduced a new
tax regime applicable to companies working
in connection with the pipeline. Companies
operating outside the PSAs and HGA activi-
ties are subject to a statutory tax regime
based on the Tax Code.

ENVIRONMENT ND INVESTMENT POLIC
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Except for PSAs and HGAs, the Law'’ of the
Republic of Azerbaijan on the Application of
a Special economic regime to oil and gas ac-
tivity for export, adopted on February 2,
2009, provides incentives for all companies
involved in oil and gas activities destined for
export.

One of the main directions of improving the
tax legislation is a step-by-step reduction of
tax rates. The profit tax rate was reduced from
27% to 20% in the period from 2000 to 2010,
VAT was reduced from 20% to 18%, while the
upper limit of the income tax for individuals
- from 35% to 30%. At the same time, ac-
cording to the Law "On Changes and
Amendments to the Tax Code of the Repub-
lic of Azerbaijan entered into force on Janu-
ary 1, 2010, the rate of income tax from
individuals doing business without estab-
lishing a legal entity was equalised to profit
tax of legal entities and set at 20 percent.

A Modern Telephone Center “195" the first
among CIS countries tax administrartions,
was estabilished in December, 2003 covering
Baku city and from May 1, 2006 the whole of
the country.

2005 was the starting-point of a new stage for
tax services. Starting from this particular year,
implementation of the “State Programnme on

17 The new law provides the following incentives:

Improvement of Tax Administration in the Re-
public of Azerbaijan in 2005-2007" began. 39
large-scale measures covering 5 strategic di-
rections were implemented within a period of
three years. As a result of implementation of
this programme, considerable improvements
were achieved in a range of strategic direc-
tions. The system of voluntary payment of
taxes was improved, the fight against tax fraud
was strengthened, the compulsory tax pay-
ment system was improved, the creation of tax
debts was prevented, a management system
was developed for tax authorities in line with
international standards and modern informa-
tion and communication systems were cre-
ated.

The introduction of an Automated Tax Infor-
mation System (ATIS) in 2006 can be consid-
ered as one of the main achievements in
recent years. ATIS, being one of the main proj-
ects focusing on the creation of e-govern-
ment, implemented technological changes
in the tax system and caused a new qualita-
tive change in tax administration. The inte-
gration of the tax management into ATIS has
led to root changes in tax administration and
its establishment on the basis of international
standards.

The application of an electronic declaration
system was possible through the vast op-

- 5% of profit tax to be calculated from the amounts paid to subcontractors or 22% as it is defined in the tax code

- Noland and property tax is applicable

« VAT with 0% rate

- VAT with 0% rate for imported goods

- No custom tariffs are applicable to exported goods

- Fixed amount (AZN 275) for custom clearance of materials and equipment to be brought to Azerbaijan regardless of

their actual price.

Il. BUSINESS ENVIRONMENT AND INVESTMEN



portunities created by ATIS. Electronic decla-
rations in Azerbaijan were introduced in
2007 and e-taxes.gov.az — an Internet Tax Of-
fice — was created to enable the electronic
submission of tax declarations.

ATIS allows for an increase in the effective-
ness of tax control measures, as well as for
the application of modern technologies to
avoid tax evasion. In order to improve the
VAT administration and to organise a more
effective control of operations in this sphere,
a common depository account for VAT was
introduced on January 1, 2008, supported by
a special software. Electronic tax invoices
were introduced from January 1, 2010 with
the aim to further modernise the VAT tax ad-
ministration. The introduction of electronic
tax invoices creates favourable conditions to
simplify the administration for taxpayers, as
well as to increase the effectiveness of tax
control in this sphere.

In order to strengthen the measures for con-
trolling cash transactions and to enhance the
application of modern information tech-
nologies, the installation of electronic remote
transfer devices in taxpayers' cash registers
started in 2010. The installation of such de-
vices will create the necessary conditions to
further increase the effectiveness of tax con-
trol and transparency.

A system of “online communication” was
launched in March, 2010, allowing for an
electronic exchange of documents between
citizens, taxpayers and tax authorities within
the "e-governance” Project at the Ministry of
Taxes. This system was integrated into the in-

ternal communication system of the Ministry
by ATIS. Users can track the movement of
their documents sent via internet within the
tax authority in an “on-line” regime and have
a direct telephone contact with the execu-
tor. All applications sent to the tax authority
via the"On-line communication”system have
the status of official documents. Taxpayers
can use the service for their internal com-
munication as well. The application of such
innovative approaches will continue further.

In order to motivate the development of en-
trepreneurship in the Republic of Azerbaijan
and to simplify business registration, the reg-
istration of businesses is carried out in a“one-
window" principle since 2008. The number of
registration procedures for commercial enti-
ties (business start-ups) in the Republic of
Azerbaijan was reduced from 13 to 5, while
the time required — from 53 days to 8. As a
result of the application of the “one-window”
principle, the number of registered busi-
nesses increased by 30% in 2008 compared
to 2007.

Azerbaijan was highlighted as the top re-
former in the "“Doing Business 2009 report,
elaborated by the World Bank and the Inter-
national Finance Corporation. Azerbaijan in-
creased its ranking from the 97-th position to
33-rd. The system of business registration
based on the “one-window” principle was
considered as the most successful reform in
the sphere of business registration in the
“Celebrating Reform 2008"report and the Re-
public of Azerbaijan improved its position in
the "Business start-up”ranking from the 64-
th to 13-th position.

S ENVIRONMENT AND INVESTMENT POLIC
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The application of bilateral agreements with
other countries on avoidance of double-tax-
ation plays an important role in establishing
a favourable investment climate. Enhancing
the coverage of such agreements was one of
the priorities of the Ministry of Taxes in the
past. Agreements on avoidance of double-
taxation have been signed with 39 countries
as of January 1, 2010.

Itis worth mentioning that, notwithstanding
considerable improvements in the tax
system in recent years, the country was
placed only 102-nd among 181 countries for
the criterion of simplicity of payment of
taxes. The number of tax payments, the num-
ber of hours required for the preparation and
submission of tax declarations in a year is still
high. Considering various payments and tax
exemptions, the overall tax rate calculated as
the ratio of different taxes to commercial
profitis equal to 41.1%, which is higher than
in many countries, including Turkey and the
Russian Federation.

F. Investment Climate

Today, the country is the regional leader not
only in terms of overall economic growth but
in attracting foreign direct investment.
Azerbaijan is in the top 20 in equity capital
attraction in absolute terms. This is mainly
due to the favorable environment created in
the lead sector of the economy i.e. the oil &
gas industry. The country has achieved a
gradual improvement in the overall legal
framework for investment activities in the
country through a number of normative and

Il. BUSINESS E RONMENT AND INVESTMEN

legal acts facilitating the starting of a busi-
ness and reducing red tape obstacles. The
Government liberalized the economy for in-
ternational businesses and introduced a
number of laws and regulations in favor of
the protection of interests of investors. Gen-
erally, the Azerbaijani legislation establishes a
very permissive national regime for FDI -
FDI'is welcome in any sectors where local in-
vestors are allowed to invest. Such regime
also exists for the privatization of the state
owned property. There are no special per-
missions or specific registration require-
ments for foreign investments. The foreign
investor may start his own business in
Azerbaijan with 100% foreign investment or
form a joint venture with a local partner.
There are no specific requirements for the
size of share or legal limitations for foreign
participation in a company and investment.
There are no additional general business li-
censes or permissions apart from general
business registration for the start up. The
major economic policies are FDI element in-
clusive. For example, the Government lifted
limitations for foreign participation in the
banking sector. The privatization process is
open to foreign investors. Restrictions for FDI
are only limited to national security related
sectors.

Since 1994, Azerbaijan has attracted signifi-
cant amounts of foreign investment to further
develop its economy, especially the energy
sector. In recent years, about 50% of invest-
ment into the economy of Azerbaijan is for-
eign investment. Although in absolute terms
the value of foreign investment has increased
year by year, in relative terms, there is a grad-



ual decrease, due to the increase of domestic
investments based on oil revenues inflow.

There has been a considerable increase of
FDI in non-oil sectors in recent years. Ac-
cording to CBA information (See: Annex 5 and
Annex 6) 39.4% of FDI in 2007 and 48.3% in
2008 went to non-oil sectors. Obviously, after
large investments in the oil sector, in recent
years investment absorption of the oil sector
went down (the necessity for investments
decreased), and simultaneously, the inflow of
oil revenues raised the needs for consump-
tion of capital goods. This, in turn, increased
the demand for investments into non-oil sec-
tors. Furthermore, the oil sector has had a di-
rect influence on the development of the
non-oil sectors, through the construction,
services and communication sectors. As dis-
cussed above, recent reforms in the business
environment have started to play their role
in attracting FDI into the non-oil sector.

Since 2003, the share of total investment to
fixed capital of the non-oil sector increased
(See: Annex 6) and reached 69.6% of total in-
vestments in 2008 (50.1% in 2007). Strength-
ening capital fundamentals of non-oil
sectors is very important in order to to in-
crease the trade potential of these sectors.
Analyses of investments to fixed capital by
sectors shows that in 2008 about 68.6% (in
2007 - 79.0%) of investments to the industry
sector went into the oil sector (in 2008 44.3%,
in 2007 60% of total investments to fixed
capital was directed to the industry sector).
Further analyses of the sectoral structure of
investments to fixed capital highlights very
relevant issues. Despite the fact that 69.6%

(in 2007 - 50.1%, in 2006 — 45.3%) of total in-
vestments to fixed capital was directed to
non-oil sectors, a detailed analysis shows that
most of the investments focused on non-
tradable sectors, such as production and dis-
tribution of electricity, gas and water,
construction of dwellings, transport, storage
and communication, education, health and
social services. Only a very small portion of
investments to fixed capital was directed to
tradable sectors such as agriculture, manu-
facturing and processing.

There is a need to enhance incentives in
order to attract foreign investment, in addi-
tion to the incentives provided by the Pro-
duction Sharing Agreements (PSA) in the oil
and gas sector. Performance requirements
are not imposed on new investments, but in-
vestors who participate in the privatization
process of enterprises often assume specific
obligations regarding future investment and
employment. Foreign investors are not re-
quired to purchase from local sources or ex-
port a certain percentage of output.
Investors in PSAs assume obligations and re-
quirements as provided within the PSA.

Despite considerable achievements in at-
tracting FDI and enhancing the business en-
vironment, there is still a number of issues to
be addressed. According to the Global Com-
petitiveness Report 2008-2009 published by
the World Economic Forum, Azerbaijan pro-
gressed 18 steps within a year and held the
51-st position among 133 countries (Azer-
baijan was 69th out of 134 countries in the
overall Global Competitiveness Index in the
2008-2009 Report). According to the report,
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the country is in transition from a factor-dri-
ven stage of development to an efficiency-
driven one and major barriers to the
country’s global competitiveness lay in i) bet-
ter satisfaction of basic requirements, such as
infrastructure, health and primary education,
i) efficiency enhancers, such as higher and
vocational education and training, goods
and financial markets'efficiency, technologi-
cal readiness, as well as, iii) further utilisation
of factors such as business development and
innovation.

Box 2.1

Institutional Support to Attract FDI and Export Promotion

The Azerbaijani Export & Investment Promotion Foundation (AZPROMO) (http://www.
azpromo.az/) is a joint Public Private Initiative established by the Government of Azerbai-
janin 2003. AZPROMO plays a key role in public-private dialogue serving as a bridge between
investors, local producers and the Government. AZPROMO is an independent organization
with the key objective to contribute to achieving a balanced development of the econo-
my of the country and to implement measures necessary for the attraction and promotion
of investments for the creation of new jobs, particularly in rural regions, within the pover-
ty reduction strategy framework. In August 2005, AZPROMO was also empowered with the
mandate to promote export of local non-energy sector products.

The Azerbaijan Investment Company (AIC) (http://www.aic.az/) is a state-owned joint-
stock company, established by presidential decree in 2006, in order to promote investments
to non-oil sectors. Key priorities of the AIC are to participate in joint-venture projects (es-
pecially export-oriented and import substitute) of Azerbaijani enterprises and to promote
local and foreign investments in non-oil sectors. AIC's investment decisions are based on
the analysis of business plans, description of effectiveness of the involved organization's
commercial activity and experience. AlC invests in both existing and newly-established

joint-ventures.



Box 2.2

A national SEZ regime: Attracting FDI and increasing foreign trade

Introducing a National Special Economic Zone (SEZ) regime can be a useful tool as part
of an overall economic growth strategy to increase foreign trade, attract foreign direct in-
vestment (FDI) to the country, as well as to promote regional development. In addition,
SEZs can play an important role in offsetting some aspects of an unfavourable investment
climate by offering world class facilities and best practice policies. A national SEZ regime has
to treat investors and different forms of investment equally and provide the same benefits
to foreign, local investors and to various other legal forms of investment.

Although the Government, through the State Programme on Socio-economic Develop-
ment of the Regions of the Republic of Azerbaijan, announced in 2003 its intention to cre-
ate special economic zones, there are currently no special trade zones or free ports
operating. In 2004, the Ministry of Economic Development in cooperation with UNIDO de-
veloped a feasibility study of the “Yashma Industrial Park”to be located 50 km from Baku, the
capital. The first draft of the SEZ law, recently submitted to the National Parliament, was
prepared at that time. Previously, suggestions were made to establish the 3rd biggest city
of the country Sumgait (UNIDO Project — Support Programme for Industrial Development
of the Sumgait Region of Azerbaijan), located 30 km from Baku, as an industrial park or free
trade zone but this was delayed due to some national security reasons and its close loca-
tion to Baku.

Recently, the Ministry of Economic Development announced plans to create a special eco-
nomic zone near a new Caspian port to be completed in 2012. The Ministry of Information
and Communication Technologies conducted a feasibility study to create Regional Inno-
vation Zones with the aim to boost development of the sector and to turn Azerbaijan into
a regional information and communication technology hub.

In April 2009, the Parliament passed a law on the SEZ regime in Azerbaijan.
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Box 2.3.

The State Oil Fund of Azerbaijan Republic (SOFAZ)

The Government has shown its readiness to invest in its human capital - SOFAZ (www.oil-
fund.az) was established in accordance with the Decree of the President dated December
29, 1999 "On establishment of the State Qil Fund of the Republic of Azerbaijan" to use the
oil revenues for the development of the non-oil sector of the economy and maintain these
revenues for future generations. The Qil Fund has three main responsibilities: (i) sequester-
ing oil revenues off-shore, so as to mitigate the potential Dutch disease effects of inflation
and currency appreciation, (i) serving as a long-term off-shore “savings account”so that oil
revenues can be invested into the economy at a later date, and (jii) overseeing specific ac-
tivities using accumulated oil revenues, such as the overseas skills training and scholarship
programs, improving the wellbeing of refugees and IDPs, etc.

SOFAZ is a state extra-budgetary fund, functioning as a separate legal entity, with its own
specialists, management team and government supervisory hierarchy. SOFAZ is lead by
the Executive Director, who is appointed by the President. SOFAZ's activities in the field of
asset accumulation and spending are overseen by a Supervisory Board, which consists of
both representatives of the executive and legislative powers including government minis-
ters and members of the Parliament. The Board reviews the Fund's draft annual budget,
annual report and financial statements, prepared by the Executive Director, along with the
auditor's opinion and provides its comments.

The major sources of income for SOFAZ are:

1. Proceeds from sales of Azerbaijan's share of hydrocarbons (exclusive of hydrocarbons'
transportation costs, banking expenses, customs costs, independent surveyors, market-
ing and insurance costs, and also exclusive of the revenues from the share in those proj-
ects in which the State Oil Company of the Republic of Azerbaijan is an investor,
shareholder or partner);

2. Oil and gas agreement signature and/or performance bonuses paid by investors to the
State Oil Company or an authorized state body;

3. Acreage fees paid by foreign investors for use of the contract areas in connection with
the development of hydrocarbon resources;

4. Dividends and profit participation revenues ofthe Republic of Azerbaijan in connection
with implementation of oil and gas agreements;

5. Revenues generated from oil and gas passing over the territory of the Republic of Azer-
baijan;



6. Revenues from the management of SOFAZ's assets;

7. Revenues generated from the transfer of assets from investors to the State Oil Company
and/or an authorized state body, within the framework of oil and gas agreements;

8. Grants and other disinterested aid, other income.

In accordance with the Regulations of SOFAZ, the Qil Fund's assets may be used for solv-
ing the most important nation-wide problems, and for the construction and reconstruction
of strategically significant infrastructure facilities, for the purpose of the country's socio-
economic progress. As per the law "About Budget System" of the Republic of Azerbaijan, all
SOFAZ expenditures, except for operating expenditures, are incorporated as part of an an-
nual consolidated government budget presented to the Parliament for approval. In com-
pliance with this law, SOFAZ can only execute the expenditures envisaged by its budget. The
execution of expenditures is made through the state treasury.

A key measure to promote transparency within the Oil Fund's reporting and operation sys-
tem is through a regular audit of the Fund's financial activities by a reputable firm of inter-
national auditors. Ernst & Young was appointed as auditor for the Fund's financial
statements during the five years of its activity. At the same time, the Fund's activity may be
examined by the Chamber of Accounts, established by the Parliament.

As a result of the government's efforts in ensuring an effective use of oil revenues, " The Long-
Term Strategy on the Management of Oil and Gas Revenues" was signed by the President on
September 27, 2004. The importance of this document for the future development of Azer-
baijan is extremely high. The Strategy covers the period up to 2025 and sets key principles for
the efficient management of national wealth. The strategy on the use of oil and gas revenues
includes the following objectives: developing the non-oil sector and the regions; large-scale de-
velopment of infrastructure; fulfillment of poverty reduction goals and solution of other social
problems; stimulating the improvement of the intellectual, material and technical base of the
economy. The Oil Fund is one of the central elements of the Strategy and during the coming
decade it will be critical in helping to ensure the Strategy's effective implementation.

The assets of SOFAZ as of April 1, 2009 stood at 8721.4 min. AZN (USD 10863.9 min.). In
comparison, the assets stood at 2092.4 min. AZN (USD 2475.4 min.) as of January 1st, 2008.
Due to increased oil production and export the monetary inflow remains high.

The assets of the Oil Fund are utilised to fund two major projects at the national level. Firstly,
disbursement of the Oil Fund's assets was directed towards providing new housing and
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improving the socio-economic conditions for refugees and internally displaced persons
who were forced to flee as a result of the conflict of Nagorno-Karabakh. As of January, 2008,
AZN 332,5 min. of the Oil Fund's assets were directed towards improving the socio-eco-
nomic conditions of refugees and IDPs. Secondly, another major project financed by SOFAZ
is Azerbaijan's equity share in the Baku-Tbilisi-Ceyhan oil pipeline project that was com-
missioned in May 2005. SOFAZ investment in this project since October 2002 reached AZN
298 min. SOFAZ started financing the construction of the Oguz-Qabala-Baku water supply
system and the reconstruction of the Samur-Absheron irrigation system in 2006. AZN 138.5
min. and AZN 71.1 mIn. of the Fund’s money were accordingly used for these projects by
October 1, 2007. AZN 0.2 min. were directed to financing Baku-Tibilisi-Kars railway. AZN 90
min. was utilised to form a statutory capital of the State Investment Company in 2006.

In 2009, the budget of the Oil Fund (1,330.0 miIn. AZN) was transferred to the State Budget.
Expenditures in the amount of 8.4 mIn. AZN were used to finance the improvement of so-
cial condition of refugees and internally displaced persons, 46.3 min. AZN and 11.3 min.
AZN were accordingly used for financing the reconstruction of the Samur-Absheron irri-
gation system and financing the construction of the Oghuz-Gabala-Baku water supply sys-
tem. 0.4 min. AZN were directed to financing the Baku-Tbilisi-Kars railway and 1.1 mIn. AZN
to financing “the state program on the education of Azerbaijani youth abroad in the
years 2007-2015".

Source: www.oilfund.az



l1l. TRADE AND TRADE POLICY

his chapter considers the differ- foreign trade trends, trade policy, institutional
T ent thematic areas of the Aid for mapping, bilateral and multilateral trade
Trade initiative (Box 3.1), presents agreements and WTO accession issues.
and analyses the structure and evolution of

Box 3.1

Aid for Trade initiative

The Aid for Trade (AfT) Initiative has emerged during the WTO Hong-Kong Ministerial
Conference in 2005. Aid for Trade supports developing countries, in particular the least
developed, to develop the trade capacities and infrastructure they need in order to ben-
efit from trade. AfT is part of overall Official Development Assistance (ODA) — grants and
concessional loans — targeted at trade-related programmmes and projects. As trade is a
broad and complex activity, Aid for Trade is broad in order to encompass the different
aspects related to trade. It includes technical assistance — supporting countries to de-
velop trade strategies, capacity development for effective trade negotiations; infra-
structure — building roads, ports, and telecommunications that link domestic and global
markets; productive capacity — investing in industries and sectors so that countries can
diversify exports and build comparative advantages; adjustment assistance — helping
with the costs associated with tariff reductions, preference erosion, or declining terms
of trade.

According to the above points, six categories of AfT have been identified:

(a) Trade Policy and Regulations

Training trade officials; analysis of proposals, positions and theirimpact; support to national
stakeholders to articulate commercial interest and identify trade-offs; dispute issues; insti-
tutional and technical support to facilitate the implementation of trade agreements and to
adapt to and comply with rules and standards.
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(b) Trade Development
Investment promotion; analysis and institutional support for trade services; business sup-
port services and institutions; public-private sector networking; e-commerce; trade finance;

trade promotion; market analysis and development.

(c) Building productive capacity

This type of support seeks to strengthen economic sectors in order to increase competi-

tiveness in export markets.

(d) Trade-related infrastructure

Investments into new infrastructure and improving roads, ports, power distribution,

telecommunications — support to the creation of linkages of developing countries’products

and services to global markets.

(e) Trade-related adjustment

Support with transition costs arising from liberalization: e.g. preference erosion, loss of fis-

cal revenue, or declining terms of trade.

(f) Other trade-related needs

This refers to the trade-related component of aid in other sectors not comprised in the five

above-mentioned categories, e.g. health and education.

A.Trade Regulations

After gaining independence, Azerbaijan started
widespread reforms in its foreign trade system
— the state monopoly over foreign trade oper-
ations was eliminated, prices were liberalized and
a new multi-band tariff system was introduced.
Today, Azerbaijan is consistently expanding its
international trade capacities. The increase in in-
ternational trade capacity was achieved main-
ly due to two factors: the increase in export vol-
ume of crude and oil products and the expan-
sion of the internal market, which resulted in in-
creased imports of manufacturing equipment
and consumer goods to the country.

More than 30 normative legal documents
have been adopted so far to regulate and
liberalize foreign trade relations of Azer-
baijan. The major ones are listed below:

- The Resolution No.222 of the Cabinet of
Ministers of the Republic of Azerbaijan“On
the organization of foreign trade in The Re-
public of Azerbaijan” dated June 2, 1994
(no longer implemented);

- The law of The Republic of Azerbaijan on
"Customs tariffs”"dated June 20, 1995 (with
later additions and changes);

- The Customs Code of the Republic of

Azerbaijan was adopted by the Law #311-



IQ of the Republic of Azerbaijan “On Ap-
proval of the Customs Code of the Repub-
lic of Azerbaijan dated June 10, 1997,

« The Decree No. 616 of the President the

Republic of Azerbaijan dated July 25,1997
“On approval of the Customs Code of the
Republic of Azerbaijan”

- The Presidential Decree “On measures for

further liberalization of foreign trade in The
Republic of Azerbaijan”No. 609 dated June
24,1997,

- The Presidential Decree on approval of
“Trade Development State Program for
1999-2002" dated July 23, 1999;

« The Resolution No.11 of the Cabinet of

Ministers of the Republic of Azerbaijan on
"The list of VAT exemptions of goods im-
ported into the territory of the Republic of
Azerbaijan"dated January 31, 2005;

« The Resolution No.7 of the Cabinet of Min-

isters of the Republic of Azerbaijan“On rules
for the application of customs evaluation
system for goods imported into or exported
from the customs territory of the Republic
of Azerbaijan" dated January 12, 1998;

« The Resolution No.190 of the Cabinet of

Ministers of the Republic of Azerbaijan“On
application of the rules for identification of
source country of goods”dated November
29,1997;

« The Resolution No.20 of the Cabinet of

Ministers of the Republic of Azerbaijan“On
the level of excises tax for goods imported
into the territory of the Republic of Azer-
baijan" dated January 19, 2001;

« The Resolution No.80 of the Cabinet of

Ministers of the Republic of Azerbaijan“On
the rate of customs tax for import-export
operations and customs fees for customs

registration in the Republic of Azerbaijan”
dated April 12, 2001;

- The Law of the Republic of Azerbaijan “On
export control”dated October 26, 2004;

- The Law of the Republic of Azerbaijan “On
Special Economic Zones” dated April 14,
2009;

- The Decree No.12 of the President of the
Republic of Azerbaijan“On the application
of the “one-window” principle in the ex-
amination of goods and vehicles passing
through the checkpoints at the state bor-
ders of the Republic of Azerbaijan dated
October 11, 2008;

- The Law of the Republic of Azerbaijan “On
currency regulation” dated October 21,
1994;

- The Law of the Republic of Azerbaijan “On
state dues” dated December 4, 2001.

- The Law of the Republic of Azerbaijan “On
copyright and related rights"dated June 5,
1996.

The Customs Code of the Republic of Azer-
baijan regulating customs regimes and pro-
cedures in export-import operations was
approved by a respective law and entered
into force on June 10th, 1997. In order to fur-
ther liberalize the national economy, en-
hance the trade relations of the country and
the identification of modern approaches
meeting the requirements of a market-econ-
omy, the Decree"On measures for further lib-
eralization of foreign trade in The Republic of
Azerbaijan”No. 609 dated June 24, 1997 was
signed by the President. Furthermore, in
order to align export-import regulation with
the newly adopted laws and decrees, the
Government passed a Decree “On Rates of
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Customs Dues in Export and Import Opera-
tions”. At the same time, relevant changes
were made to the mentioned legislative acts.

The Customs Code recognizes several cus-
toms regimes applicable to goods imported
into Azerbaijan, of which the most important
are clearance for free turnover, transit,
customs storage, bonded warehouse,
temporary import, processing in and out-
side customs territories.

The Customs Code provides regulations on
the establishment and operation of
bonded and customs warehouses. A li-
cense from the State Customs Committee
is required to establish a customs warehouse;
licenses are granted only to Azerbaijani legal
entities and Azerbaijani individuals. Goods
and equipment can be maintained in cus-
toms warehouses for up to three years. This
period can be restricted by SCC for different
types of goods and by other customs agen-
cies of the Republic of Azerbaijan for differ-
ent persons. After the identified period
expires, goods should be declared for place-
ment under another customs regime, or
should be placed in a temporary customs
warehouse, owned by the tax authority of
the Republic of Azerbaijan.

Under the PSA regime, contractors, their
agents and sub-contractors are entitled to
import and re-export from Azerbaijan free
from import duties and restrictions for goods
employed for hydrocarbon activities. Imports
under the PSA regime are VAT exempt. A sim-
ilar regime applies under the Host Govern-
ment Agreements.

IIl. TRADE AND T

As of today, customs duties based on the
2007 Harmonized System are applied in the
Republic of Azerbaijan. According to the leg-
islation, ad valorem tariffs (which apply to the
import value of goods) are set at 0%, 0.5%,
1%, 3%, 5%, 10%, and 15% (per unit duties,
duties per metric units are applied as well).
There is also an 18% value-added tax on
most of the imported products.

By the end of 2007, the MFN applied sim-
ple (9.2%) and import weighted (5.1 %)
tariff averages, which are lower than in an
average lower middle income country, al-
though above the ECA country group
mean. Azerbaijan ranked 58th out of 125
countries. The maximum MFN tariff rate of
294.5% is consistent with both its income
group and regional comparators’' averages
(See: Table 3.1).

Excise tax applies to certain types of goods
(e.g. tobacco and alcohol products, vehi-
cles). Azerbaijan adopted a “destination
VAT principle and VAT (currently set at 18%)
is payable (subject, of course, to the appli-
cable customs regime) on the declared
value of goods (including assessed import
duties and excise tax). A very limited num-
ber of categories and types of goods are
VAT exempt and to some others 0% VAT ap-
plies (PSA and HGA). In accordance with
the Decree of the Cabinet of Ministers of
the Republic of Azerbaijan“On Changes to
the Resolution No.80 of the Cabinet of Min-
isters of the Republic of Azerbaijan “On the
rate of customs tax for import-export oper-
ations and customs fees for customs regis-
tration in the Republic of Azerbaijan”dated



Table 3.1: Trade indicators of Azerbaijan

2006~
1995- | 2000-

Trade Policy 2008

1999 | 2004
Latest

TTRI (MFN applied tariff) — All Goods (%) 5.31 5.30

Non-Tariff Measure Frequency Ratio — All Goods

MFN applied tariff — Simple Average — All Goods (%) 937 9.34 9.17
MFEN applied tariff — Dispersion — All Goods 1.97 1.01 1.02
Maximum rate (%) - 8702 | 2945 @ 2945
Agriculture — simple average (%) 16.9 14.2 14.2
Non-agriculture — simple average (%) 8.2 8.6 84
MFN applied tariff — Weighted Average — All Goods (%) 6.70 5.14 512
Agriculture (%) . 13.0 7.1 48
Non-agriculture (%) . 5.7 4.0 34

Applied tariff escalation (%diff, raw to finished) —

1.68 1.27

All Goods (%)
Agriculture (%) ... ... 45 45
Non-agriculture (%) ... 34 3.0
Import duties (% of imports) 3.1
Specific tariffs frequency ratio (%) 1.0 2.6 2.5
Applied tariff escalation (%change, raw to finished) —

17.89 | 13.51
All Goods (%)
Share of Tariff Lines with Domestic Peaks — All Goods (%) = ... 1.85 1.63 1.62

Share of Tariff Lines with International Peaks —
All Goods (%)

3.53 1.85 1.80

MA-TTRI (applied tariff incl. prefs.) — All Goods 0.739 | 0577
Ease of Doing Business — rank (out of 178) 97 33
LPI - Overall 2.29 2.29
Real growth in total trade (g+s, %) 967 | 19.09 | 1873 | 1932

Source: World Bank, World Trade Indicators 2008, http.//info.worldbank.org/etools/wti2008/
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Table 3.2: Customs tax from imports, 2006-2009 (thous.AZN)

2006 2007 2008 2009
Budget revenues (thous. AZN) 3880100 | 6007400 | 10762700 | 10325900
Custom duty (tax) (thous. AZN) 515959 772012 1110374 1112697
Share of custom duty (tax)

133 12.8 10.3 10.8
on budget revenues (%)

Source: SSC and State Customs Committee

April 12,2001" customs clearance fee is ap-
plicable to all imports/exports with certain
minor exceptions.

Exports are exempt from customs duties,
except for certain types of metals and metal
products. Import of goods into Azerbaijan
is subject to the imposition of imports duties
(ad valorem duties ranging from 0% to 15%,
per unit duties and duties per metric units).
Regardless of the country of origin, no im-
port duty is imposed on a number of goods,
including: assets imported into Azerbaijan by
a foreign investor as a contribution to a joint
venture's charter fund, or for the establish-
ment of a 100% foreign-owned enterprise;
temporary imports; goods in transit; and
property of expatriate staff, if only for per-
sonal needs.

All customs service payments are to be
paid in AZNs at the exchange rate set by the
Central Bank of Azerbaijan on the day of the
submission of customs declaration.

In order to align the application of rules of
the existing customs evaluation system to

GATT's Article VIl and to the provisions of the
Treaty On application of GATT's Article VI
dated 1994, changes and amendments were
made to the Law of the Republic of Azerbai-
jan on “Customs tariffs” by the Law # 758-
QD of the Republic of Azerbaijan dated
December 30, 2008 and was approved by
the Decree # 67 of the President of the Re-
public of Azerbaijan on Application of this
Law dated February 24, 2000.

In order to align the legislation in force with
the Law # 758-1IIQD of the Republic of Azer-
baijan On Changes and Amendments to the
Law of the Republic of Azerbaijan “On Cus-
toms Tariffs” dated December 30, 2008, the
Decree # 7 of the Cabinet of Ministers of the
Republic of Azerbaijan “On Rules of Applica-
tion of the Customs Evaluation System to
Goods Brought into and Taken out of the
Customs Territory of the Republic of Azer-
baijan” dated January 12, 1998 was reviewed
jointly with the Ministry of Justice and sub-
mitted to the Cabinet of Ministers and ap-
proved by the Decree # 58 of the Cabinet of
Ministers dated April 08, 20009.



In order to modernise the legislative basis on
customs affairs of Azerbaijan in line with in-
ternational standards and principles by the
Working Group established at the State Cus-
toms Committe for the preparation of the
New Customs Code in February 2006, the
draft new “Customs Code of the Republic of

Box 3.2

Azerbaijan"was developed and submitted to
the Presidential Administration for internal
processing. At the same time, the Chapter on
Customs Evaluation developed jointly with
international experts in line with WTO re-
quirements was reflected in the Annex 2 of
the draft new Customs Code. The new Code

Project: New Customs Code

In 2006, a working group was established in order to prepare a new customs code. The
State Customs Committee acts at the level of a special working group to bring the new
Customs Code of Azerbaijan into conformity with international principles. The moderniza-
tion of the legislative base in accordance with international standards has been envisaged
within the project of the United Nations Development Program (UNDP) and the European
Union on the modernization of the customs services. The new code will significantly affect
the integration of Azerbaijan into Europe, ensure transparency and efficiency in attracting
foreign investment into the country and facilitate the customs procedures. It will consti-
tute a contribution to the material and technical basis of the customs system, the creation
of the customs infrastructures corresponding to modern demands, the increase of incomes
of the state budget, a wide application of modern tariff and non-tariff requlation measures
in trade operations, the speeding up of WTO accession, a complete application of the au-
tomated management in the customs system, the increase in the rationality of the imple-
mentation of customs control, the improvement and development of customs-tariff policy,
the increase of recognition of the customs system in strengthening of economic security
and social and economic development, the struggle against legal violations in the customs
activity sphere, the increase of the customs system role, the co-ordination with the adopted
customs regulations on the international level, the facilitation of the clearance of im-
port/export operations.

The «State Programme on the development of the customs system of the Republic of Azer-
baijan in 2007-2011» approved by the Decree No 1925 of the President of the Republic of
Azerbaijan on February 1, 2007 plays an important role in achieving the mentioned goals.
One of the main objectives of the Programme is the improvement of the legislative basis
regulating customs activity and customs regulations.
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will have a significant influence on Azerbai-
jan's economic integration into Europe, en-
sure transparency, as well as contribute to
efficiency in attracting foreign investments
into the country and to the simplification of
customs procedures. This code will create fa-
vorable conditions to further strengthen the
material and technical basis of the customs
system, establish customs infrastructure
meeting modern requirements, increase
budget revenues, provide for wide applica-
tion of tariff and non-tariff policies in trade
operations, accelerate WTO accession, en-
sure full application of automated manage-
ment in customs system, increase the
rationality in the implementation of customs
control and improve and develop the cus-
toms tariff policy. The Code will also achieve
wider recognition of the customs system in
strengthening economic security and in
socio-economic development, strengthen
the struggle with violations in the sphere of
customs activities, enhance the role of the
customs system, align with customs regula-
tion mechanisms adopted at the interna-
tional level and simplifying export-import
operations.

The "State Programme for the Development
of the Customs System in the Republic of
Azerbaijan for 2007-2011" approved by the
Decree # 1925 signed by the President of the
Republic of Azerbaijan on February 1, 2007
plays an important role in achieving the
mentioned goals in a short period of time.
One of the main tasks of the Programme is
to improve the regulation of the customs ac-
tivities and legislative basis of customs regu-
lation methods.

Work is proceeding in the area of computer-
ization of the customs offices. However, the
use of risk-based profiles in the current cus-
toms declaration processing system is defi-
cient and the IT operational capacity should
be further developed as foreseen in the State
Program on the development of the Cus-
toms System of the Republic of Azerbaijan
(2007-2011).

Azerbaijan is not yet a member of the WTO
and therefore is not required to implement
the Agreement on Customs Valuation (ACV).
However, Azerbaijan is part of HS (the Con-
vention on the Harmonized Commodity De-
scription and Coding System). The country is
in the process of harmonizing its customs
legislation with international provisions and
standards.

B. Foreign Trade Relations; Position
of the Country; Geographical
Dimensions; Partners

The average export concentration index'®
of Azerbaijan in 2006-2008 was 62.78. This
figure is higher than the world average at
37.85 and the European and Central Asian
average of 27.19."° In comparison, in 2006-
2007 the average for the five Central Asian
former Soviet republics was 50.30.

The average trade integration of Azerbai-
jan for 2006-2008, measured as the percent-
age of trade to GDP, is 0.99, significantly lower
than the world average of 4.17 and the Eu-
ropean and Central Asian average of 3.97.



Table 3.3: Share of oil and non-oil sectors in total exports of Azerbaijan in 2001-2009,

in percentage

2001 | 2002 | 2003

2005 | 2006 | 2007 | 2008 | 2009

Non oil&gas 884 | 1195 | 1443 | 1791

2371 | 1571 | 1876 297 8.3

Oil&gas 91.16 | 88.05 | 8557 | 82.09

7629 | 84.29 | 81.24 | 9703 | 91.70

Source: www.intracen.org, author’s calculations

The share of the country in world exports
increased by 3 times in recent years, from
0.036 in 2000-2004 to 0.130 in 2006-2008.
This increase in exports from Azerbaijan is
mostly due to the predominance of natural
resources (See: Table 3.3, Figure 3.1 and Fig-
ure 3.2), which witnessed higher world prices
in recent years.

Azerbaijan has developed trade relations
with a number of countries in the recent
years. There are trade operations with more
than 100 partner countries. Azerbaijan's prin-
cipal trading partners are the EU member
states, the U.S,, the CIS countries, Turkey, Is-
rael, China and Indonesia.

During the years of 1991-2009, serious changes
took place in the geographical structure of for-

eign trade. For example, in 1991, 87% of for-
eign trade relations was destined to the for-
mer Soviet republics, while only 13% was go-
ing to overseas countries. In 1995, the geo-
graphical structure of foreign trade relations
changed drastically with the share of overseas
countries reaching up to 63.3%. At the same
time, the volume of foreign trade turnover in-
creased 3.1 times in 1995 compared with 1991,
including 2.8 times forimport and 3.3 for ex-
port. The foreign trade turnover balance was
negative. Starting from 1991 up to 1995, the
economic crisis in the country and subsequent
decrease of its economic potential limited the
exporting capacities of the country. Howev-
er, as a result of economic measures being im-
plemented from 1996 onwards, an increase
was observed in foreign trade turnover, which
reached its peak in 2008.

18 Export concentration index -Expressed as Herfindahl-Hirschmann indices derived from three-digit SITC product categories

(Revision 2 was used for the 2006 triennial review). For the purposes of the review of the list of LDCs, the Herfindahl-

Hirschmann index is defined as the sum of squares of the percentages of the shares of each commodity as a proportion

of total exports. If a country exports only one commodity, the index is 10,000. If there is a (near) infinite number of com-

modities with near-zero market shares each, the index is approximately zero. Results are normalized, however, and range

from 0 to 1 (maximum concentration).

Sources of data: United Nations Conference on Trade and Development, Handbook of International Trade and Develop-

ment Statistics (various issues). Hirschmann indices are estimated with data from UNSTAT for countries where data from

the UNCTAD source are not available.

19 Showing the Herfindahl-Hirschmann index measure of the degree of export concentration. Source: World Trade Indicators

2008, http://info.worldbank.org/etools/wti2008/2a1.asp
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Figure 3.1: Oil and non-oil export of Azerbaijan, in thous. USD
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Source: www.intracen.org, results based on author’s own calculations

Figure 3.2: Share of oil and non-oil sectors in total export in 2001 and 2009

Share of oil and non-oil sectors in total export Share of oil and non-oil sectors in total export
of Azerbaijan in 2001, in % of Azerbaijan in 2009, in %
B Non oil&gas O Oilkgas

Source: www.intracen.org, results based on author’s own calculations
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Table 3.4/a: Trade in services by sector, 1000 USD at current prices

2001 2005
Services
Import Balance Import Balance

Total services 289830 664870 | -375040 682960 | 2652980 | -1970020
Transportation 161660 156610 5050 239200 378890 | -139690
Other business

_ 30800 179480 = -148680 251700 514850 @ -263150
services
Travel 42590 108920 -66330 77670 163960 -86290
Government

_ , 33970 14610 19360 58320 27890 30430
services, n.i.e.
Construction

_ 6840 186760 = -179920 9430 | 1498830 | -1489400
services
Communications

_ 13970 6760 7210 35580 12210 23370
services
Insurance services 0 11730 -11730 7840 40590 -32750
Computer and in-

. , 130 290 -160
formation services
Personal, cultural
and recreational 3000 5000 -2000
services
Financial services 100 10430 -10330
Royalties and
, 10 50 -40
license fees

In 2009, 85.8% of foreign trade operations, in-
cluding 92.3% of export operations and
70.2% of import operations were conducted
with countries outside the CIS. The same
year, these indicators were 14.2%, 7.7% and
29.8% for CIS countries respectively.

Countries which had a significant share of Azer-
baijan’s exports in 2005-2009 (See: Table 3.5)

were: Italy, Israel, France, Turkey, the USA, Rus-
sia, Georgia and Iran. The consolidated share
of these countries in Azerbaijan’s exports was
an average of 80.2% in 2005-2009. However,
[taly is a special case, as it accounted for
31.3%. In addition, despite the fact that Azer-
baijan traded with almost 170 countries world-
wide during the years of 2001-2009, 90% of the
exports went to only 17 countries, and 90% of
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Table 3.4/b: Trade in services by sector, 1000 USD at current prices

Services
Balance Balance
Total services 1247540 | 3378580 ' -2131040 | 1546904 | 3889464 |-2342560
Transportation 604680 547580 57100 793929 682511 111418
Other business
, 294300 825160 = -530860 313680 | 1321238 -1007558
services
Travel 177780 263570 -85790 190247 341103 | -150856
Government
_ , 75550 54090 21460 92898 63358 29540
services, n.i.e.
Construction
_ 45800 @ 1471110 |-1425310 109104 = 1440757 |-1331653
services
Communications
, 34030 10440 23590 46929 27986 18943
services
Insurance services 7840 66470 -58630
Computer and in-
, . 4190 8280 -4090
formation services
Personal, cultural
and recreational 3240 5440 -2200
services
Financial services 100 121740 = -121640 117 12511 -12394
Royalties and
. 20 4700 -4680
license fees

Sources: ITC calculations based on International Monetary Fund statistics and CBA (for 2008)

the imports came from 24 countries. Accord-
ingly, in 2009, 90% of Azerbaijan’s imports came
from only 20 countries and 90% of the exports
went to 16 countries.

As shown (Table 3.5), about 32% of the ex-
ported products goes to Italy, mainly crude

I TRADE AND TRADE POLICH

oil. Due to the fact that 80-90% of the exports
consisted of oil and oil products in recent
years, the geographical structure of the non-
oil exports should be analysed separately.

The main countries of Azeri imports are (See:
Table 3.7): Russia, Turkey, Germany, Ukraine,



the UK, China, the USA, Japan, Kazakhstan,
Italy, Finland, France, Netherlands, Iran and
India. During the years of 2005-2009, 11 of
these countries accounted for the consoli-
dated volume of 70.9% of Azerbaijani im-
ports. In this case, Russia should be given
special mention due to its larger share of
18.7%.

According to the information of the SSC, the
total foreign trade turnover reached USD
20.82 bin. in 2009, 70.6% (14.7 bln. USD) of

this volume consisted of export operations
and there was a large trade surplus. In com-
parison to 2008, export decreased by 69.3%.
The main reason for this decrease can be ex-
plained by a sharp decrease of prices for
crude oil in the world markets and by the
global financial crisis. Figure 3.3 illustrates the
total oil production forecasts of Azerbaijan
over the next 15 years.

An analysis of export-import operations dur-
ing the 1999-2009 years, given in Tables 3.8

Table 3.5: List of main export destinations (markets) of Azerbaijan (in %)

2005-
Country 2005 2006 2007 2009 | 2009 on
average
Italy 30.3 44.7 15.5 40.2 25.8 313
Israel 4.5 10.7 6.1 7.6 84 7.5
France 94 55 4.3 49 9.0 6.6
Turkey 6.3 6.1 174 1.3 0.7 6.4
United States of America 1.0 1.4 38 12.6 11.9 6.1
Russian Federation 6.6 54 8.7 1.2 5.1 54
Georgia 48 4.6 5.7 1.0 2.7 38
Iran (Islamic Republic of) 3.8 46 7.2 0.7 06 34
Indonesia 0.0 0.0 6.4 3.0 4.5 2.8
India 0.0 0.0 24 5.1 1.8 1.9
Greece 2.2 29 1.9 0.6 1.2 1.8
Spain 1.7 0.8 0.9 3.1 2.2 1.7
Croatia 4.1 0.1 0.7 1.1 1.3 1.5
Total 74.7 86.8 81.0 824 75.2 80.2
Source: SSC

AND TRADE POLICY
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Table 3.6: Azerbaijan's non-oil and gas export to EU-15 and CIS countries in 2003-2009 (in %)

2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009

EU-15 6.16 2.87 7.88 5.01 443 1.53 5.7
of which:

Germany 1.64 0.72 331 0.90 1.74 0.59 1.64

Italy 225 0.56 2.59 142 1.33 042 126
cIs 5349 | 6392 | 6671 | 6460 | 6968 | 7324 765
of which:

Russia 3479 | 2921 | 27.16 | 3395 | 4600 | 407 | 542

Tajikistan 903 | 718 | 766 | 1308 | 454 | 3.08 0.7
Other countries 40.35 | 3321 | 2541 | 3039 | 2589 | 25.23 184
Share of Non-oil sector
in total trade 1443 | 1791 | 2371 | 1571 | 1876 297 7.38

Source: www.intracen.org and author’s adjustments

and 3.9, allows us to argue that Azerbaijan im-
ports mainly manufactured goods, machinery
and transportation equipment (73.3% of total
import in 2009), while exports (92.8% of total

export in 2009) are mostly crude oil and pe-
troleum products. In the case of Azerbaijan,
import of technology and capital equipment
should be considered positive, since it can fa-

Figure 3.3: Forecasted total oil production of Azerbaijan between 2005 and 2023
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Source: www.oilfund.az
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Table 3.7: The countries with larger share in Azerbaijan’s import (in %)

2005-
Name of country 2009 in
average
Russia 17.0 224 17.6 18.8 17.5 18.7
Turkey 74 7.3 109 11.3 14.8 10.3
Germany 6.1 7.7 8.2 84 9.0 7.9
Ukraine 54 6.0 8.2 7.9 84 7.2
United Kingdom 9.1 8.6 7.2 54 4.5 7.0
China 4.1 4.2 49 6.7 79 5.6
USA 34 38 4.7 37 43 4.0
Japan 1.7 3.6 52 34 24 3.3
Kazakhstan 23 24 39 28 1.0 2.5
Italy 2.2 24 2.5 2.6 2.1 24
Finland 0.6 32 2.7 34 1.2 2.2
France 29 1.1 1.8 1.9 2.3 2.0
Netherlands 38 1.7 1.8 1.1 0.9 1.9
Iran 1.8 1.6 1.8 14 1.3 1.6
India 1.3 1.7 1.3 1.5 0.9 1.2
Total 69.1 77.1 82.7 80.3 78.5 77.5
Source: SSC

cilitate know-how transfers and technology
upgrading in the country.

If we analyze the structure of the import ac-
cording to SITC-3 1-digit level, the total indus-
trial import accounts for almost 73% of the
total imports. Despite the country producing
beverages and tobacco itself, the import of
these products increased by 75% in 2007 in
comparison to 2006, 15.4% in 2008 and 8.3% in

2009. As it can be seen, the rate of growth
tended to decrease. This can be explained by
the potential capacity of the local market for
imported products, which can be fulfilled by
local production. One of the main trends inim-
ports to be noted is the declining share of food
products of the total volume of imports. It
should also be mentioned that the average
growth rate for total imports was positive for
the period of 1999-20009.

RADE POLICY
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Table 3.8/a: Imports structure according to the Standard International Trade Classification (Rev 3)
for 1999-2009 (min. USD)

N Product Name 1999 2000 2001 2002 2003

Total 1035.7 | 11720 @ 14309 @ 16656 26262
0 |Food &live animals 183.5 190.3 194.1 198.7 2595
1 | Beverages and tobacco 99 18.2 244 227 237
2 | Crude mater.ex food/fuel 255 589 40.6 414 68.1
3 Mineral fuel/lubricants 65.5 57.1 216.0 2926 2959
4 | Animal/veg oil/fat/wax 11.0 9.2 12.5 14.0 25.2
5 | Chemicals/products n.e.s 64.4 929 787 97.6 145.9
6 | Manufactured goods 1784 2053 2143 370.2 622.4
7 ' Machinery/transp equipmt 4304 468.8 5524 5183 10167
8 | Miscellaneous manuf arts 66.9 714 95.8 104.5 168.9
9 | Commodities nes 04 0 2.2 56 0.0

Table 3.8/b: Imports structure according to the Standard International Trade Classification (Rev 3)
for 1999-2009 (min. USD)

Product Name 2004 | 2005 | 2006 | 2007 | 2008 | 2009

Total 35159 42112 5266.7| 57135 71695 6127.0
0 | Food & live animals 34951 3071 3987 6556 8197 6396
1 | Beverages and tobacco 310 96.1 1137, 1990 2296 2486
2 | Crude materex food/fuel 1025 1320 1526 1508 2054 1056
3 | Mineral fuel/lubricants 40171 4996 6127 1431 114.0 64.6
4 | Animal/veg oil/fat/wax 30.2 34.7 36.2 454 68.0 66.5
5 | Chemicals/products n.e.s 1730 2258 3055 4250 5948 4992
6 | Manufactured goods 789.7 7406 9052 10783 12117 10628
7 | Machinery/transp equipmt 13286 1831.7| 24338 26116 34044 29049
8 | Miscellaneous manuf arts 3099 3431 3047 4046 5173 5286
9 | Commodities nes 0.0 0.7 36 0.1 4.6 6.6

Source: Statistical data for 2003-2009 are from statistical yearbooks of SSC on foreign trade for 2008, 2009 and 2010; UN Sta-
tistics 2008. http://unstats.un.org
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Table 3.9/a: Exports structure according to the International Standard Trade Classification
for 1999-2009 (min. USD)

N Product Name 1999 2000 2001 2002 2003

Total 9292 | 17452 | 23143 | 21675 | 25904
0 | Food & live animals 27.7 338 226 396 784
1| Beverages and tobacco 274 179 27.7 220 12.8
2 | Crude mater.ex food/fuel 455 83.0 382 449 72.8
3 | Mineral fuel/lubricants 7304 | 14849 | 21136 | 19274 | 22277
4 | Animal/veg oil/fat/wax 34 36 29 38 34.1
5 | Chemicals/products n.e.s 23.7 344 264 410 506
6 | Manufactured goods 226 16.7 17.2 26.2 64.1
7 Machinery/transp equipmt 350 63.0 41.8 340 36.8
8 | Miscellaneous manuf arts 13.5 80 134 109 130
9 | Commodities nes - 0.0 104 17.7 0.2

Table 3.9/b: Exports structure according to the International Standard Trade Classification for
1999-2009 (min. USD)

N Product Name 2004 | 2005 | 2006 | 2007 | 2008 | 2009

Total 36155 43472 63722 60582 47756.0 146999
0 |Food & live animals 96.2| 2372 2280 4076 4085 4030
1 | Beverages and tobacco 16.7 352 389 284 228 16.6
2 | Crude materex food/fuel 934 1464 2040 1071 834 319
3 Mineral fuel/lubricants 29724 33370 53903 4931.2 463629136395
4 | Animal/veg oil/fat/wax 40.8 523 52.8 67.0 988 1037
5 | Chemicals/products n.e.s 916 998 1345 98.1 1744 90.1
6 | Manufactured goods 11181 1242 1755 2211 4085 1709
7 Machinery/transp equipmt 1635 2971 12181 1474, 1742 2010
8 | Miscellaneous manuf arts 29.1 180 264 504 22.7 322
9 | Commodities nes 0.0 0.0 00 0.0 00 11.0

Source: Statistical yearbooks of SSC on foreign trade for 2008, 2009 and 2010; UN Statistics 2009. http://unstats.un.org
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Table 3.10/a: Foreign trade of Azerbaijan in terms of value (min. USD)

1995 2000 2001 2002 2003
Exports 17452 23143 2167.5 25904 3615.5
Of which:
oil & gas products 1484.9 21136 19274 2227.7 29724
non oil & gas products 260.3 200.7 240.1 362.7 643.1
of which: machinery and
equipment 63.0 418 340 36.8 163.5
Imports 1172.0 1430.9 1665.6 2626.2 35159
Of which:
machinery and equipment 468.8 5524 5183 1016.7 13286
Food 2177 231 2354 3084 410.7
Table 3.10/b: Foreign trade of Azerbaijan in terms of value (min. USD)
2004 2005 2006 2007 2008 2009
Exports 43472 | 63722 | 60582 47756.0 146985 | 17452
Of which:
oil & gas products 3337.0 0 53903 | 4931.2 463629 13639.5 | 14849
non oil & gas products 1010.2 981.9 1127 | 13931 | 10590 2603
ofwhich:machineryand o, 11 1218 1474 1742 2010 630
equipment
Imports 42112 52667 | 57135 71695 | 61197 @ 11720
Of which:
machinery and equipment | 1831.7 | 24338 | 26116 34044 29049 468.8
Food 437.9 548.6 900 | 11173 954.7 217.7
Source: SSC
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Table 3.11: Export of oil and oil products

Amount, USD million

Quantity, thousand ton

Share in export, %

2000 7616.1 1464.9 84
2001 11466.3 2106.1 91
2002 11536.6 1901.9 87.8
2003 10951.8 22124 854
2004 11501.2 2968.0 81.9
2005 9033.1 3337.0 76.1
2006 124344 5390.3 84.0
2007 9656.3 49314 814
2008 81493.3 46362.9 97.1
2009 13639.5 928
Source: SSC

Azerbaijani exports consist of a narrow range
of goods. During the last 10 years, the main
part of Azerbaijan’s exports consisted of oil and
oil products, including crude ail, light petro-
leumn distillates, aviation fuel, gas, kerosene, pe-
troleum oils. Other exports included alumina,
raw aluminum, nuts and hazelnuts, polyethyl-
ene, cotton, sugar, fresh fruits, etc.

Thus, Table 3.9 clearly shows that mineral
fuels, lubricating oils and similar materials
have the largest share in export — 13639.5
million USD in 2009 (46362.9 million USD in
2008), which is 12.9 times larger than the
total non-oil industrial export (in 2008 — 33.3
times and in 2007 — 44 times). Chemical in-
dustrial products, animal and vegetable oils
and other manufactured products continued
to gradually increase during the same period.
The analysis of oil, oil products and machin-

ery and equipment in the structure of ex-
ports, as well as the analysis of food products,
machinery and equipment in the structure
of import are of paramount importance.

In 1995, shares of the non-oil (48.5%) and oil
(51.5%) sectors in Azerbaijani exports were
almost equal, by 2009, the share of the non-
oil sector had decreased by 85.1% and con-
stituted only 7.2%. During 1995-2009, the
share of machinery and equipment in total
export was 2.7% on average. Import of ma-
chinery and equipment showed an increase
in the same period of time. During these
years, the trade balance of the country in the
field of machinery and equipment was neg-
ative, e.q. Azerbaijan was a net importer of
this type of products. At the same time, the
import of machinery and equipment consti-
tuted the largest part of imports.
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Table 3.12: Import of food products

Volume of imported food products,

Share of food products

USD million in import, %

1995 269.1 40.3
2000 217.7 18.6
2001 231 16.1
2002 2354 14.1
2003 3084 11.7
2004 410.7 11.7
2005 4379 104
2006 548.6 104
2007 900 15.8
2008 11173 15.6
2009 954.7 15.6
Source: SSC

As noted, the largest part of exports is en-
sured by the oil and gas sector.

During the years of 2001-2009, the main part
of imports consisted of the following prod-
ucts: machinery and equipment, gas, electric
power, wheat, pipes, light petroleum distil-
lates, aluminum ore and concentrates and
medical products.

The specific share of food products in im-
ports was at the level of 40% in 1995, while
it declined to 10.4% in 2005 and 2006.
However, a sustainable growth is observed
in the absolute volume of imported food
products.
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The evolution of the number of exported and
imported products in the referred period
should also be analysed. Currently, the total
number of products exported by Azerbaijan is
873 (on the basis of 6-digit HS system). In com-
parison with 2001, the list of exported prod-
ucts has increased by 293 categories. The
number of imported products in 2001 was
equal to 2466, reaching 3350 in 2008,- an in-
crease of 884 categories. During the analyzed
period, the increase in the number of im-
ported products was 3.0 times higher com-
pared to the increase in the number of
exported products. In general, during the years
of 2001-2008, the number of imported prod-
ucts was 4 times higher compared to the
number of exported products (See: Table 3.13).



During the years of 2004-2008, the average
export volume of non-agricultural products
of Azerbaijan was 93.8%, while the share of
agricultural products was only 6.2%. During
this period, the sequence of main agricultural
products exported according to their share
was the following: fruits, vegetables, plants
(licorice, tomatoes prepared without vinegar
or marinated; nuts and hazelnuts prepared
by other methods or marinated); oily seeds,
fats and their fractions; hydrogenated oils
and fats generated from vegetables; other
edible mixtures produced from animal and
vegetable fats and oils (gossypol and other
solid parts generated in the result of cotton
oil extraction); pastry; beverages and to-
bacco products (fresh grape wines in tanks
of 2 liters or less, alcoholic beverages gener-
ated from grape wine or grape distillates (co-

gnac, grappa, brandy and others); unfer-
mented apple juice with bricks volume>20;
other fruit and vegetable juices; tobacco, un-
manufactured, not stemmed or stripped; cig-
arettes containing tobacco or tobacco
replacing materials (whether or not); cotton;
tea; other agricultural products (fresh or dried
sugar beet, products made from livestock
meat or conserved) and cereals or its deriva-
tives (wheat or meslin).

Summarizing the analyses on trade opera-
tions of the country, the following findings
and observations can be made:

- The country exports a narrow range of
goods. Diversification of the economy is
necessary.

- Apriority place in commodity exports of the
country belongs to raw materials and en-

Table 3.13: Evolution of numbers of exported and imported products in Azerbaijan (values ex-

ceeding USD 1000)

2001 | 2002

2003

2004 | 2005 | 2006 | 2007 | 2008

Number of exported
580 757
products

/60 /97 868 903 937 8/3

Number of imported
2466 | 2895

products

3010

3092 |« 3208 | 3293 @ 3300 @ 3350

Difference between the

numbers of imported and | -1886  -2138

exported products

-2250

-2295 | -2340 | -2390 -2363 | -2477

Ratio of the number

of imported products
43 38
to the number of exported

products, times

4.0 39 3.7 36 35 3.8

Source: Author’s calculations based on www.intracen.org trade statistics



66

ergy carriers. In addition, the range of ex-
ported energy products is limited. From the
standpoint of sustainable development of
the country, the expansion of exports on the
basis of raw materials and energy carriers, as
well as oil and oil products cannot be con-
sidered as a positive situation in the long
term. Dependence of the country’s exports
on a group of products like non-renewable
raw materials and energy carriers may affect
the economy negatively.

Low share of non-oil, non-natural and high-
tech products in the country’s exports. It
shows that measures for the development
of production potential and its effective re-
alization in the fields of producing non-oil
products should be further accelerated.
Competitiveness of Azerbaijan’s products
should be increased.

Work on the identification of selling chan-
nels should be improved.

Growing imports of products like machin-
ery and equipments, products of ferrous
and non-ferrous metallurgy industry,
chemical, petro-chemical and some con-
sumption products that can be produced
in the country. In order to prevent this ten-
dency, it is necessary to increase the com-
petitiveness of the local products, as well
as raise the quality parameters of the local
products to meet international standards.
Opportunities available in the production
expansion of easily produced and realized

goods and the creation of new production
flelds due to the preferences that the
country possesses in the international di-
vision of labor should be increased.

- In general, relative indicators of net export
and import of agricultural products in
trade turnover are positive®. This proves
once again the good prospective of future
development in the field.

C. Institutional Mapping

In Azerbaijan, the Cabinet of Ministers,
different line ministries, state committees
and civil society take part in the formulation
of trade policy. The institutional structure of
trade policy formulation can be described as
given in Figure 3.5.

Following the Figure 3.5 the role of the insti-
tutions can be described as follows:

Cabinet of Ministers (www.cabmin.gov.az)
It authorizes the implementation of the state
budget as well as the implementation of fi-
nancial, credit and monetary policies. As far
as trade policies are concerned, the functions
of the Cabinet of Ministers include the im-
plementation of State socio-economic pro-
grammes, controlling ministries and other
central bodies, and setting customs tariffs
and duties.

20 The positive net export performance demonstrates the country’s export dominates its import; if it is negative, this means

that import is higher than export. This indicator is estimated both in total and in accordance with types of products. The

share of net export in the foreign trade turnover (FTT) of the country demonstrates the qualification and domination de-

gree of the country in the specific area or the type of product. The prices of this indicator ranges from -100 till +100. If it is

equal to -100, this means the lack of the qualification and domination in the specific area or product, while +100 shows

the full qualification and domination.



Figure 3.5 Trade Policy Organigram
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Central Bank of Azerbaijan (www.nba.az)
The CBA carries out currency regulation, con-
trols foreign exchange transactions and cur-
rency operations involving the movement of
capital.

Ministry of Foreign Affairs
(www.mfa.gov.az)

The major functions of the Ministry of Foreign
Affairs are to implement foreign policy and es-
tablish foreign economic relations of the coun-
try. Concerning trade policies, the Ministry
deals with bilateral and multilateral agree-
ments and together with the Ministry of Eco-

nomic Development is responsible for WTO re-
lated issues and WTO accession negotiations.

Ministry of Economic Development
(www.economy.gov.az)

The Ministry of Economic Development is
the main institution responsible for forming
and carrying out State policy in the sphere of
socio-economic development, international
economic cooperation, macroeconomics,
trade, investment, development of entre-
preneurship, privatization and management
of state property, restriction of monopoly
and development of competition.

I[I'l. TRADE AND TRADE POLICY
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[ts major functions in the field of trade policy
are the participation in defining customs tar-
iff rates, creating relations with relevant bod-
ies of foreign countries and working with var-
ious international organizations. The Ministry
is also responsible for all issues related to the
WTO accession. It is the overall regulator of li-
censing (See: Annex 4) of certain business ac-
tivities and provides local business support (es-
pecially SMEs).

The main departments dealing with trade pol-
icy and related issues are the Department of
Foreign Trade Policy and the WTO, the De-
partment of Foreign Economic Relations, the
Department of Economic Policy, Analysis and
Forecasting, the Department of Regional De-
velopment and State Programs and the De-
partment of Foreign Investments and Coor-
dination of Technical Assistance.

The Institute for Scientific Research on Eco-
nomic Reforms is under the umbrella of the
Ministry of Economic Development and op-
erates as a research centre devoted to deal-
ing with the practical issues of economics and
economic policy and preparing policy rec-
ommendations for the Ministry of Economic
Development. Its primary function is to act as
a"think tank”to conduct and disseminate eco-
nomic research of practical relevance. Trade
policy related research and analytical studies
are a part of the Institute’s scope of work.

State Customs Committee
(www.customs.gov.az)

The major functions of the State Customs Com-
mittee are to participate in the preparation of
customs policy and implement this policy, en-

IIl. TRADE AND T

sure the economic security of the country with-
in its authority, protect economic interests of
the Republic of Azerbaijan, apply customs reg-
ulation methods in trade and economic rela-
tions, assist in the development of foreign eco-
nomic relations, create conditions for accel-
erating the turnover of goods through the cus-
toms border, issue customs regulations and set
rules for the protection of the domestic mar-
ket. It creates the necessary conditions for for-
eign entities to participate in export/import op-
erations, enforces and controls export/im-
port operations and protects the country’s eco-
nomic interests and security.

Ministry of Agriculture (www.agro.gov.az)
Sanitary protection measures on food and agri-
cultural imports are currently requlated by the
State Veterinary Service and State Plant Quar-
antine Inspection within the Ministry of Agri-
culture. Also, the Ministry is responsible for the
implementation of the agricultural policy of
the country and is a member of the WTO Com-
mission. Furthermore, it issues some trade (im-
port) related licenses (See: Annex 4).

Ministry of Industry and Energy
(www.mie.gov.az)

The Ministry is responsible for the imple-
mentation of industry/energy policy and is a
member of the WTO Commission. Also, the
Ministry of Industry and Energy issues li-
censes for sale of oil and gas products.

State Committee on Standardization,
Metrology and Patents
(www.azstand.gov.az)

The Agency is the central executive body,
forming and executing the state policy in the



fields of standardization, metrology, certifi-
cation and protection of industrial property
objects.

State Copyright Agency
(www.copag.gov.az)

The Copyright Agency of the Republic of
Azerbaijan (CARA) is a body of the central ex-
ecutive power which puts into practice the
state policy in the field of copyright protec-
tion, and other rights related to intellectual
property issues.

State Statistical Committee
(www.azstat.org)

The State Statistical Committee is the central
executive authority implementing state pol-
icy in the field of statistics and elaborating of-
ficial statistics on the social, economic and
demographic situation of the country on the
basis of a unified methodology. The Com-
mittee is also responsible for the collection,
systematization, grouping and processing of
trade related data and their delivery to users.

Ministry of Communication

and Information Technologies
(www.mincom.gov.az)

The Ministry is the central executive body,
which formulates and implements state pol-
icy, secures the legal normative regulation
and the development of communications
and information technologies, coordinates
the activities of other government agencies
in the areas of communications (telecom-
munication, post) and information technolo-
gies in the Republic of Azerbaijan. The
Ministry is responsible for the implementa-
tion of advanced information and commu-

nication services in trade and is a member of
the WTO Commission.

Ministry of Taxes (www.taxes.gov.az)

The Ministry of Taxes is the central executive
body to implement the government tax poli-
cies in the Republic of Azerbaijan, ensure the
timely and full collection of taxes and other
returns for the national budget and carry out
government control in this field.

Ministry of Finance (www.finance.gov.az)
The Ministry of Finance is the central execu-
tive authority organ carrying out state finan-
cial policy and organizing the management
of state financing.

Ministry of Ecology and Natural
Resources (www.eco.gov.az)

The Ministry of Ecology and Natural Re-
sources is the central executive authority re-
sponsible for carrying out state policy on
environmental protection, the regulation of
the use of nature, a sustainable use of
ground waters, raw mineral deposits, surface
natural resources, their rehabilitation, the ob-
servation and forecasting of hydro-meteoro-
logical processes within the territory of the
Republic of Azerbaijan, including the Azer-
baijani sector of the Caspian Sea.

Ministry of Health (www.sehiyye.gov.az)
The Ministry of Health issues licenses for im-
ports, exports, transit traffic and production
of precursors (See: Annex 4).

WTO Commission (www.wto.az)
Established in August, 2002, the Commission
is dealing with the preparatory works on the



membership of Azerbaijan to the WTO. The
Secretariat of the Commission, facilitating the
coordination of the Commission’s work, was
founded by the Ministry of Economic Devel-
opment. The Commission is headed by the
Minister of Economic Development. Com-
mission members consist of the deputy min-
isters of various ministries and heads of state
committees and agencies. The Commission
has the objective to prepare proposals re-

lated to the WTO membership of the coun-
try, as well as the documents to be submit-
ted to the WTO Working Group. The
documents are elaborated in collaboration
with the relevant national authorities. The
Commission, furthermore, carries out coor-
dination works to ensure that the govern-
ment presents one single economic policy
view during the negotiations to be held with
WTO.

Table 3.15: Summary of Bilateral and Multilateral Agreements

Free trade agreements | — Bilateral Agreements on free trade with CIS countries: Russian

with CIS member

Federation (1992), Ukraine (1995), Uzbekistan (1996), Republic

states of Kazakhstan (1997), Georgia (1996), Turkmenistan (1996) and
Republic of Moldova (1995)

— Bilateral and multilateral agreements on foreign trade: Establish-
ment of Eurasia Union on Coal and Steel (1993, not ratified), on
control of getting permission for re-export and re-import of
goods

Agreements — Economic Union of CIS

on Economic - GUAM

Integration, Customs | — Economic Cooperation Organization (ECO)

Union and Free Trade | — Black Sea Economic Cooperation (BSEC)

Zones - SPECA

Membership International Labor Organization (ILO), International Fund for Agri-
in economic cultural Development (IFAD), United Nations Food and Agricul-

organizations

tural Organization (FAO), United Nations Development
Programme (UNDP), The World Bank, The International Monetary
Fund (IMF), European Bank of Reconstruction and Development
(EBRD), World Customs Organization, United Nations Conference
on Trade and Development (UNCTAD), Economic and Social Com-
mission for Asia and the Pacific (UNESCAP), United Nations Eco-
nomic Commission for Europe (UNECE)

Source: www.mfa.gov.az
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Public Private Partnerships

The Azerbaijan Export & Investment Promo-
tion Foundation (AZPROMO), Entrepreneurs
Council, the Azerbaijan Chamber of Com-
merce and Industry and etc. are joint Public
Private Initiatives established by the Govern-
ment of Azerbaijan with an aim to facilitate
their participation in trade policy formulation
and facilitating trade.

Civil Society

Regarding the non-governmental stake-
holders, the key ones are the Azerbaijan Con-
federation of Entrepreneurs, the Azerbaijan
Marketing Society (Local partner of ITC), the
Union of Tradesmen and Producers and the
Union of Merchants.

D. Bilateral and Multilateral
Agreements

In 1992, Azerbaijan signed trade agreements
with all the republics of the former USSR ex-
cept Armenia. Azerbaijan joined the Com-
monwealth of Independent States (CIS) in
September 1993 and acceded to the CIS
economic union treaty during the same year.
Azerbaijan is a member of the Economic Co-
operation Organization. In 1999, Azerbaijan
entered into a Partnership and Cooperation
Agreement with the European Union and, as
discussed above, is seeking membership to
the World Trade Organization. Also, the coun-
try is @ member of numerous international
economic organizations (Table 3.15).

Azerbaijan and the WTO:

implications of accession

In order to enhance the integration into
global markets, liberalize trade and expand
its exports, Azerbaijan started negotiations
with the WTO on the accession to the or-
ganization (Table 3.16). In June 1997, Azer-
baijan applied for WTO membership and
currently holds WTO observer status. In July
1997, the WTO established a Working Party
to review Azerbaijan's membership applica-
tion. Some progress has already been
achieved; the Government adjusted several
trade laws (by adopting and implementing
the Presidential Decree "On Adjusting na-
tional legislation to the requirements of
WTO"in 2006 and etc.) and created condi-
tions to enhance transparency (implementa-
tion of one-shop stop in customs, online
filing and payment system in taxing). The lat-
est Draft Working Party Report was submit-
ted in December 2008. Negotiations on
goods and services were concluded with
Turkey, Georgia and the Republic of Moldova
and are ongoing with the EU, the USA, Japan,
Canada, UAE, Kyrgyzstan and Korea.

Azerbaijan is targeting a Developing Coun-
try Status (DCS) from the WTO. Azerbaijan
will also be obligated to grant non-discrimi-
natory national treatment and unconditional
most favored nation (MFN) treatment to all
WTO trading partners. Azerbaijan's eventual
WTO membership should also strengthen
the potential of the country to attract foreign
businesses and investments.

The eventual WTO accession is expected to
lead to an even deeper liberalization of Azer-



/2

Table 3.16: Summary of WTO accession

Azerbaijan Status of accession

Applied June, 1997; Draft Working Party Report, December 2008,
Current status: Observer

Recently submitted
documentation:

SPS/TBT checklist
TRIPS checklist

Legislative Action Plan

Additional Questions and Replies
Information on Agriculture
Information on Services

Source: www.wto.org

baijan’s policy regime on trade. Azerbaijan’s
future commitments under two WTO Agree-
ments -- namely, (i) the General Agreement
on Trade in Services (GATS), and (ii) the WTO
Agreement on Subsidies and Countervailing
Measures (WTO Subsidies Agreement) -- will
have significant implications for the devel-
opment of the country.

WTO Status of Azerbaijan’s Principal
Trading Partners: Turkey, the EU, Iran,
Israel, Georgia, Russian Federation,
the US, Ukraine

Almost all of Azerbaijan’s principal trading
partners, except Iran and the Russian Feder-
ation are part of the WTO. Eventually, once
Azerbaijan accedes to the WTO, strict appli-
cation of the WTO’s MFN principle will re-
quire WTO members to eliminate any

trade-customs-investment restrictions cur-
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rently imposed against Azerbaijani products
and enterprises.

With regards to trade relations with the Russ-
ian Federation, Azerbaijan is not a member
of the CIS Customs Union, which is lead by
Russia, and doesn't apply exception of duties
for the Customs Union (CIS). The relations be-
tween the countries are regulated based on
a bilateral agreement.

E. Azerbaijan and the EU

EU relations with Azerbaijan are governed by
the EU-Azerbaijan Partnership and Coopera-
tion Agreement signed in 1996 and entered
into force in 1999. Following the enlarge-
ment of the European Union, the EU
launched the European Neighborhood Pol-
icy (ENP) and Azerbaijan became part of this
policy in 2004. The main EU co-operation ob-
jectives, policy responses and priority fields
can be found in the Country Strategy Paper



Box 3.3

WTO and Azerbaijan:
Tariff negotiations

The customs tariff list of Azerbaijan consists of 97 groups as per H52002 system and gen-
erally reflects 10661 goods status. The imposed customs fee rates range from 0% to 15%.

Tariff negotiations are divided into 3 categories:
a) Agricultural products;

b) Non-agricultural products;

c) Sectoral initiatives.

The average rate of import tariffs in the country at present is 10.6% (by computing 15% ad-
valorem rate of specific tariffs). The average rate of original bound tariffs (proposed highest
rates) set out in the market access document submitted to the WTO Secretariat is 14.4% (by
computing 30% advalorem rate of specific tariffs).

a) Agricultural products

The average rate of bound tariffs for agricultural products of Azerbaijan is 22.88%. Presently,
the average rate of tariffs imposed upon agricultural products is 13.6%. The minimum level
of bound tariffs is 0%, while maximum level is 80%. The maximum rate is imposed for one
goods status — industrially produced chicken meat. No customs fee is generally levied on
imports of mainly farming livestock stock, sow seeds, child food and imports for scientific-
research purposes. Initial proposals on alcohol and tobacco products have been imple-
mented by a double increase of specific tariffs. The advalorem rates of specific tariffs in
bound imposed for excise goods are reported to be 25-30%.

Tariff quota was anticipated only in one goods status, i.e, wheat. This quota means 30%
customs income fee exceeding internal 0% quota. But despite the fact that tariff quotas
are not prohibited by WTO rules, they are not generally accepted by member countries as
they have complicated application procedures.

Higher tariffs have been fixed for meat and meat products; milk and milk products; some
fruits and vegetables; the packing industry; alcoholic drinks and juices; tobacco; cotton; silk
products as deemed necessary by the Ministry of Agriculture 30-50% customs fee is antic-
ipated to protect the above sectors.
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Azerbaijan’s initial offer for negotiations is 22.88% (the average rate of bound tariffs). For
comparison, average tariff rate in agricultural sector of the CIS countries, which are mem-
bers of WTO, is 12.72%.

b) Non-agricultural products

Average rate of the initial offers of the Republic of Azerbaijan in non-agricultural products
is 10.4%. The prepared offers range between 0%-50.0%. Here high tariff rates are mainly in
the sphere of knitted ware, cloths and dressing articles, chemical industry, metallurgy, fur-
niture industry and etc. 0% is imposed on commodities imported as raw materials for pro-
duction and processing in Azerbaijan.

The initial offer of Azerbaijan for negotiations is 10.4% (the average rate of bound tariffs). For
information, average indicator in CIS states which are WTO members is 12.72%.

C) Sectoral initiatives
A number of lead countries of the organization have taken the initiative to select a number of
sectors and impose 0% tariff rate in order to demonstrate even more liberalized levels of trade.
As this process is not stipulated by WTO agreements, it was designated as WTO+. WTO mem-
bers view the participation of member countries in these initiatives positively and invite them
to fully participate in such initiatives. The followings are the main sectors:

Information technologies;

Chemical harmonization;

Civil aviation;

Construction equipments;

Agricultural equipments;

Pharmaceutical preparations and medical equipments;

Scientific equipments;

lron;
- Toys and etc.

Here member countries invite competing countries to reduce the import dues down to a
zero rate in the sectors of the sectoral initiatives.

Azerbaijan has only fully joined the initiative on agricultural equipments. It has participated
in other initiatives at the following levels:

Construction equipment (94%);

Pharmaceutical preparations (93%);

Scientific equipments (87%);



Medical equipments (78%);
Chemical harmonization (70%);
Civil aviation (45%);

- Information technologies (35%).

Member countries and especially the USA and the European Union insist on Azerbaijan’s in-
creased participation in such initiatives. The experience of the recent member countries
shows that Azerbaijan will eventually join all the initiatives. For instance, Kyrgyzstan, Geor-
gia, Moldova, Armenia have fully joined the information technologies initiative.

The General Agreement on Trade in Services

In principle, Azerbaijan does not have in place any market-access restrictions discriminat-
ing against foreign companies in most businesses in the services sector. Yet there are some
limitations in place related to share holding, management and decision-making, mainly re-
lated to the banking, insurance and communication sectors. Further liberalization of the
insurance market, the banking sector?' and communications is required by the parties in-
volved in the negotiation process on Azerbaijan's WTO accession.

As of today, there is a number of main requirements relating to the service sector as com-
municated to Azerbaijan. Most of these need to be tackled before the accession to WTO and
negotiations are ongoing. WTO accession will result in the elimination of the exceptions in-
cluded in the exceptions from the Most Favorable Regime and ensuring similar conditions
for all the countries.

There is a number of other specific requirements. Azerbaijan will need to resolve com-
plete liberalization of the insurance market and non-imposition of any restrictions on
physical and legal entities in this sphere, eliminate the restriction stipulated in the au-
thorized capital stock of insurance companies for foreigners, issue permits for foreign in-
surance companies to directly open branch and representative offices in the territory of
Azerbaijan, allow for fifty percent foreigner makeup of the Managerial Board of joint in-
surance companies incorporated with the participation of foreign capital, liquidate the
requirement on holding of the position of a chief or one of their deputies by a citizen
of the Republic of Azerbaijan.

21 In fact, the Government tries to protect its banking sector and global financial institutions with strong trade finance ca-

pabilities (e.g. HSBC, Citibank) do not have branches in Azerbaijan to support international trade.
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Liquidation of the Central Bank of Azerbaijan’s right to impose restriction on the participation
of foreign bank capital in the local bank capital and fixing the same in the law, issuing permits
for foreign banks to open direct branch offices in the territory of the Republic of Azerbaijan, lig-
uidation of the requirement on holding of one of the positions of administrative officers in
branch offices of foreign banks in Azerbaijan have to be put in place as well.

Azerbaijan will be forced to liquidate the exclusive rights of "AzTeleKom” (State owned com-
pany) in the telecommunication sphere, non-imposition of a restriction whatsoever on the
first method of service rendition, assuming responsibility on the first method of rendition
of services in computer sphere.

The major requirements of WTO in the services sector will have various implications, in-
cluding the creation of necessary conditions for increased liberalization and attraction of in-
vestments to the service sector, non-imposition of subsidies in the services sector,
establishment of a non-discriminatory regime for participation of foreigners in the sector,
rise in the assortment and quality of services, reduction of prices and ensurance of a fair

competitive environment

Discussions on agriculture sector

As it is known, the most disputable issue raised during both the negotiations on member-
ship to WTO and trade negotiations within the framework of WTO is agriculture. The mat-
ters of concern at the membership process of Azerbaijan raised during the negotiations
on agriculture are as follows:
Failure to view Azerbaijan as a developing country and, therefore, problem of obtaining
5% de minimis (special weight of internal assistance provided to agrarian sector) level for
the country based on the Agreement on Agriculture;
Failure to accept the privileges appeared as a result of nullification of taxes as a subsidy;
Failure to accept as a subsidy of the privileges appeared as a result of writing off the debts
of agricultural enterprises.

Sanitary and phytosanitary services (SPS)

One of the WTO requirements is aligning the respective legislation of the Republic of Azer-

baijan with the provisions of the WTO Agreement on Application of Sanitary and Phytosanitary
Services.



The main goals of the Agreement on the Application of Sanitary and Phytosanitary Services
are to improve human and animal health and the phytosanitary situation in member states,
as well as to reduce the negative impact of sanitary and phytosanitary services on trade. Fur-
themore, it supports member states in enhancing the use of sanitary and phytosanitary
standards aligned with international standards, guidelines and recommendations devel-
oped by the respective international and regional organizations functioning within the
Codex Alimentarius Commission, the International Epizootic Agency and the International
Convention on Flora Protection. Sanitary and phytosanitary standards cover all relevant
laws, decrees, rules, requirements, including processes and production methods; testing,
certification and confirmation procedures; carantine regimes, including respective re-
quirements regarding animal and plant transportation and necessary materials for plant
protection while transporting; provisions on relevant statistical methods, sampling method
and risk evaluation methods; packaging and labeling requirements directly related to food
security.

It should be noted that the Republic of Azerbaijan is a member of the International Agency
for Plant Protection, the International Veterinary Organization and the International Epi-
zootic Agency, main agencies in the sanitary and phytosanitary sphere. However, the
process of implementing a range of requirements and tasks set by international organiza-
tions, as well as improving the legislative basis in accordance with international require-
ments and its alignment with international standards is slow. The establishment, or the
modernization of a relevant laboratory, the recruitment of experts and respective training
of staff are among the necessary measures to strengthen the works undertaken in this
sphere.

It is worth mentioning that more than 15 legislative documents are applied in the sphere
of animal health, food security, plant protection in the Republic of Azerbaijan. Some of
them are below:

— Law on Sanitary and Epidemiological Safety (No. 371, 10.11.1992);

— Law on Purebred Work (No. 46, 26.03.1996);

— Law on Plant Quarantine (No. 70, 23.04.1996);

— Law on Selection Achievements (No. 197, 12.11.1996);

— Law on Plant Protection (No. 210, 03.12.1996);

— Law on Seedage (No. 257, 11.03.1997);

— Law on Pesticides and Agrochemical Substances (No. 294, 06.05.1997);

— Law on Fauna (No. 675, 04.06.1999);

— Law on Food Products (No. 759, 18.11.1999);
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— Law on Grain (No. 898, 16.06.2000);
— Law on Veterinary Service (No. 922-11Q, 31.05.2005).

According to the above-mentioned Agreement, an Information Centre should be estab-
lished in order to answer questions of WTO members, as well as to submit relevant docu-
ments adopted in the sanitary and phytosanitary sphere in Azerbaijan, information on any
supervision control procedures, production and quarantine behaviour, norms of pesticides
and procedures for application of micronutrients, risk evaluation procedures. It is planned
to obtain financial support from international technical assistance projects for the creation
of this Centre.

Rules for animal health and food security, measures associated with plant protection should
be focused on the protection of the health of human beings, animals and plants. These
rules should be based on scientific facts and use international standards, guidelines and
recommendations as a baseline. Relevant provisions of the “International Veterinary Code”
adopted by the International Epizootic Agency should be used in the process of imple-
menting risk evaluation. According to 6 Articles of the Agreement, Annexes A.6 and A7,
Azerbaijani legislation does not identify the concepts of adaptation to regional conditions,
including areas free of vermin and diseases and areas with low prevalence of vermin and
diseases. Relevant certification and permission systems applied in Azerbaijan should be lib-
eralised in accordance with international standards.

WTO Agreement on Technical Obstacles to Trade

One of the key requirements of the World Trade Organization (WTO) aims to create favor-
able conditions to enhance production efficiency and to ensure that national legislation on
standardization, certification and other related issues is in line with international standards.
The WTO Agreement on Technical Barriers to Trade ensures that trade related regulations
(standards, certififcation, etc.) do not create undue obstacles to trade.

The main principles in the Agreement include the prevention of unnecessary and illegal ob-
stacles to international trade and the elimination of unreasonable discrimination through
the application of international standards and systems. Furthermore, the Agreeement pro-
vides for technical assistance to developing countries to support them in meeting inter-
national standards.

In addition, all industrial and agricultural products are subject to the provisions of the WTO
Agreement on Technical Obstacles to Trade. The formulation and implementation of state



policy on standardization, meteorology, certification, and protection of industrial property
entities needs to be in line with international standards. National legislation should ensure
national security, health and safety concerns of citizens, protection of lives and health of hu-
mans, animals or vegetation or environment and be enforced in a manner not creating hin-
drances to international trade.

In order to comply with the Agreement an Information Center will be created, dealing with
any questions or requests for documents made by member states.

Intellectual Property

The “Action Plan for aligning legislation with the requirements of the World Trade Organi-
sation in line with the process of accession of the Republic of Azerbaijan to the the World
Trade Organisation”was approved by the Decree of the President of the Republic of Azer-
baijan dated August 2, 2006.

Article 2.1 of the Action Plan provides for the adoption of two draft laws on copyright and
related rights, 3 sub-laws — Resolutions of the Cabinet of Ministers and draft State Programs
on copyright and connected rights.

In order to ensure the implementation of Article 2.1 of the Action Plan, Recommendations
of the Agency on draft Laws “On Changes and Amendments to the Law “On Copyright and
Connected Rights” and “On Ensuring Intellectual Property Rights and Struggle against
Piracy”, draft State Program for 2007-2010 “On Development of Copyright and other Intel-
lectual Property Rights Sphere in the Republic of Azerbaijan” (“State Program on Intellectual
Property”), as well as draft Resolutions of the Cabinet of Ministers “On Declaring Works of
Azerbaijani Authors belonging to Social Wealth as a State Wealth”,"On Adoption of “Rules
for Minimum Amount, Collection, Dissemination and Payment of Author's Emoluments for
copying Audiovisual works and Soundtracks for Personal Reasons” and “On Minimum
Amount of Honorarium paid to Performers for Certain Types of Use of Performance (Struc-
ture), the Subject to Connected Rights” were submitted to the Cabinet of Ministers of the
Republic of Azerbaijan.

The draft “Rules for the Legal Protection, Official Registry of Computer Programs and State
Registry of Computer Programs taken into official registry” prepared by the Agency for the
prevention of computer piracy was reviewed by relevant state institutions.
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At present, the final version of this draft Resolution is being developed. Monitoring-review

activities to identify the level of computer piracy is planned.

New recommendations were developed to make relevant changes and amendments (as-

sociated with protection of copyright and connected rights) to the Administrative Viola-

tions Code, Criminal Code and Criminal-Processual Code of the Republic of Azerbaijan.

These recommendations will soon be sent to the Cabinet of Ministers for review.

Regular monitoring in both audio-visual products'market and in books market are carried out.

2007-2013. On the basis of bilateral priorities,
a National Indicative Programme (NIP) has
been adopted in agreement with the Azer-
baijani authorities. The NIP covers the period
from 2007-2010.

Under the ENP, an action plan was designed
to help, inter alia, its closer trade and eco-
nomic integration with the EU, in particular
through a gradual regulatory alignment. The
implementation of the action plan should
also enable the country to progressively be-
come ready to negotiate, implement and
sustain a deep and comprehensive free trade
agreement with the EU. However, so far the
country has made only limited progress in
fulfilling its respective action plan, particu-
larly in implementing the laws it has
adopted. For more information, see the ENP
Progress Report (April 2008 and April 2009).

The new EU Eastern Partnership (EaP) initia-
tive launched in May 2009 builds upon the
ENP and aims at the overall enhancement of
EU relations with the Eastern ENP countries.
The EaP has brought in particular a perspec-
tive for new enhanced bilateral framework

IIl. TRADE AND T

agreements — Association Agreements — be-
tween the EU and its Eastern Neighbors, and
firmly embedded possible future bilateral
free trade agreements in this framework. A
future Association Agreement would include
either the establishment of a comprehensive
free trade area or at least an aim to establish
such a free trade area in the future once the
partner country has become ready for it. In
the long-term, the partner countries are also
encouraged to establish free trade areas
among themselves. Azerbaijan first needs to
accomplish its accession to the WTO before
negotiations of an FTA with the EU can be
considered.

Azerbaijan is seeking EU membership in the
long run and is trying to match the EU’s pre-
liminary conditions for membership. At the
same time, the country is expanding its co-
operation with the EU countries. The EU-
Azerbaijan bilateral trade grew in 2000-2006
and the EU progressively became Azerbai-
jan's main trade partner (45.3% share in its
overall external trade in 2006). In 2007, the
growth in bilateral turnover continued- the
total turnover increased by 20.8% compared



to 2006 and reached € 8.96 billion. Azerbai-
jani exports to the EU totaled € 7.36 billion
(yearly growth of 34.9%) and the EU exports
—€ 1.59 billion (yearly decrease of 18.6%).

Azerbaijan is a beneficiary of the general
arrangements under the EU Generalized Sys-
tem of Preferences + (GSP+)?* but does not
make sufficient use of the opportunities of-
fered by this scheme. The future enhance-
ment of trade relations with the EU will
mainly depend on the regulatory conver-
gence of Azerbaijan’s legislation and practices
to the EU's most important trade-related
rules, in particular in the areas of industrial
standards, sanitary and phyto-sanitary meas-
ures, intellectual property rights, public pro-
curement and customs. As noted, Azerbaijan
made only limited progress in the imple-
mentation of these objectives in the area of
regulatory convergence to the trade-related
EU legislation.

22 Azerbaijan is beneficiary of United States GSP system since February 2009.
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IV. TRADE FACILITATION AND

MARKET ACCESS

his chapter provides a review of cus-
T toms and tariffs procedures, storage
and transportation issues and costs,
red tapes and other barriers to trade with an aim
to identify the underlying causes of inefficien-
cy, poor service delivery and high costs. Special
emphasis is given to the problems faced by
SMEs in this regard, based on a broad definition
of trade facilitation, encompassing hard infra-
structural problems that characterize trans-
port through, to and from Azerbaijan, and soft
infrastructural problems pertaining to custom
procedures, the freight cost, trade financing, TBT
in the country etc.

The infrastructural problem is the key problem
in Azerbaijan, particularly considering its unique
geographic location. Azerbaijan is at the cross-
roads between the East-West Trans-Caucasian
route, a potential corridor linking Europe to Chi-
na and a North-South route linking Russia to Iran,
down to the port of Bandar-Abbas. Unfortu-
nately, natural barriers and poor infrastructure
negatively affect the increase of trade through
all of the routes.

Azerbaijan is a landlocked country (800 km dis-
tance from the closest seaport), neighboring Ar-

menia, Georgia, the Islamic Republic of Iran, the
Russian Federation and Turkey. For all landlocked
countries in the world, the average distance to
the closest seaport is 1,370 km. The Black Sea
ports are only 300 km overland from its border
with Georgia and the Persian Gulf Port of Ban-
dar-Abbas is 1800 km from Azerbaijan’s border
with Iran. In addition, each route to open sea re-
quires transit through only one country, reducing
geopolitical risk substantially. But this geo-
graphical remoteness makes Azerbaijan de-
pendent on neighboring transit countries for its
external trade. It depends on the neighboring
countries'transit infrastructure, political relations,
administrative procedures and practices in ad-
dition to good cross-border political relations.

Removing obstacles towards trade facilitation
is a vital challenge for Azerbaijan and could be
even more important than the removal of tar-
iff barriers. With the reduced time and cost of
trade transactions, traders could be more com-
petitive in international markets.

According to Hummels?® estimates, every day
of delay costs the average American importer
0.3% to 0.5% of the value of the goods deliv-
ered and each day saved in shipping time is

23 David Hummels, Time as a trade barrier, Purdue University, July 2001



worth 0.8% ad-valorem for manufactured
goods. Thus, making trade speedier through
infrastructural investments and increased effi-
ciency of custom procedures could have a
very large impact on trade costs and efficiency.

It is worth mentioning that Azerbaijan im-
proved its ranking by 22 points in 2009 to the
89th place (out of 155) on the Logistics Per-
formance Index (LPI) in comparison with
2008 (See: Table 4.1). However, it still places
behind Europe and Central Asia and the
World averages. The poor results in this regard

Table 4.1: Azerbaijan’s LPI rank, 2009

are highlighted and proved in the Global
Competitiveness Index analyses of the coun-
try as well. Road and rail transport infrastruc-
ture of the country are the key obstacles that
contribute to its low LPI score. Also, logistics
competence, logistics and supply chain man-
agement, education and training in the do-
main is weak in Azerbaijan. Lack of
professionals makes it harder for Azerbaijan
to achieve rapid advances in trade logistics.

Azerbaijan faces hard (physical) infrastruc-
tural problems both on national (concerning

Europe & Central Asia

Azerbaijan
Score Difference

score 2.64

Overall LPI 2.74 -0.10
rank 89
score 214

Customs 2.35 -0.21
rank 117
score 223

Infrastructure 241 -0.18
rank 104
score 3.05

International shipments 292 0.13
rank 55
score 248

Logistics competence 2.60 -0.12
rank 91
score 2.65

Tracking & tracing 2.75 -0.10
rank 91
score 3.15

Timeliness 333 -0.19
rank 100

Source: http://info.worldbank.org/etools/wti2008
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Figure 4.1: Map of the CAREC 2 transport corridor
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Figure 4.2: Map of the TRACECA transport corridor
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infrastructural facilities and transportation
within the country) and international levels
(concerning the infrastructure in the country
through which any trade flows into, from or
through the country). From the perspective
of foreign trade, the second aspect is espe-
cially important because of the geographic
landlockedness of Azerbaijan and the above
noted geopolitical location. Azerbaijan offers
one of the most attractive transit links along
the East — West trade route between Asia and
Europe, as well as the North — South trade
route between North Europe, Russia on the
one hand and the Middle East, South Asia on
the other. Both, CAREC Corridor 2 and the
TRACECA Corridor pass through Azerbaijan
(see: Figure 4.1 and 4.2).

189.8 million tons of cargo were transported
via different types of transport in 2009, re-
flecting a 3.7% increase from the previous
year. Passenger transportation increased by
6,9% and reached 1328.1 million persons.
20.3 million tons of cargo were transported
via rail, 13.2 million tons via water transport,
94.2 million tons via motor transport and
62.1 million tons via pipelines. 5.1 million
tons of shipping operations were carried out
by Baku International Trade Seaport and
other enterprises dealing with shipping is-
sues; the volume of transit cargo amounted
to 4.3 million tons. The volume of cargo
transported via the Europe-Caucasus-Asia in-
ternational transport corridor amounted to
43.2 million tons.

The share of the motor transport in cargo
and passenger transportation is 80%. The
vast majority of 131000 lorries existing in the

country belong to private carriers. Important
measures are being implemented for adapt-
ing this pool to Euro 3-5 standards. Currently,
557 lorries participate in international trans-
portation using the TIR book.

In recent years, Azerbaijan developed its air
and sea transport infrastructures, however,
roadways and railways still need further de-
velopment on a sustainable basis. A range of
measures for sustainable and effective use of
all types of transport infrastructure in the
country were carried out in the past period.

2,100 km rail network needs urgent recon-
struction. On the main east-west line, one
fourth of the track require immediate repair.
The poor track condition in certain parts re-
strict average train speed to 30 km per hour,
which is one of the factors impeding speedy
transportation. The majority of the rail loco-
motives needs renovation. 80% of the pas-
senger wagons are over 15 years old and
more than half of the freight wagons require
major reparations. Taking all these issues into
account the draft State Program for the De-
velopment of the Railway Transport System
of the Republic for Azerbaijan for 2009-2014
covering the modernization of the national
railway infrastructure was prepared in accor-
dance with the respective Decree of the Pres-
ident of the Republic of Azerbaijan and
submitted to the Cabinet of Ministers.

In 2009, 1.7 million manats were invested in
the development of railways, 18.3 km were
reconstructed, 9 km of rails which were out
of use were replaced by seamless rails. 12
electric locomotives and 14 diesel locomo-



tives underwent repairs to various extents,
341 passenger wagons, 3864 cargo wagons
and 270 containers underwent major repairs.

Sales of tickets were fully computerised and
connected to the local network of Azerbai-
jan Railways, the software for sales of train
tickets for international lines was prepared
and implemented as well.

Further repairs were also carried out in the
communication systems, signalling systems,
electric power supply and technical facilities.
A metal railway bridge of 160 meters was re-
constructed on the Araz river in the Saatli
rayon and put into exploitation.

Azerbaijan's motor carrier industry has a lim-
ited capacity -only a few carriers have 50 or
more trucks. Lacking capital and access to fa-
vorable leases, most of the Azeri trucks are
old, polluting and do not meet European
standards. With the exception of the Baku
Cargo Terminal, large long term logistics in-
vestments by the private sector are rare.

According to the ADB Report on "Azerbaijan
Trade Logistics’, 29000 kilometers of Azerbai-
jan's highways lag behind the standards of
most developed countries and today the
Government of Azerbaijan continues its ef-
forts for adapting the road infrastructure to
international standards. In 2009, 167.2 million
manats were spent on the maintenance and
repair of motorways, including 22.2 million
manats on the repair and maintenance of
motorways, avenues and streets in Baku city.
944.9 million manats were allocated from the
state budget to the implementation of works

provided for by the Decree # 22s of the Cab-
inet of Ministers dated February 2, 2009 and
other decrees.

285.8 million manats out of this allocation
were used for the construction and the repair
of road junctions, passages, avenues and
streets in Baku city; 113.5 million manats - for
the construction of the Azizbayov Circle-Hey-
dar Aliyev Airport motorway and the recon-
struction of (19 km) 8-rows of the existing
Heydar Aliyev Airport-Mardakan Circle-Bilgah
motorway; 343.6 million manats - for the
construction of the Baku-Guba-Russian Fed-
eration state border first grade motorway
with concrete cover and junctions; 94.9 mil-
lion manats — for major repairs of motorways
envisaged in the State Program for Social and
Economic Development of the Regions of
the Republic of Azerbaijan; 107.1 million man-
ats — to finance the share of the Azeri facilities
constructed with the help of foreign credits.

Overall, 1301.2 million manats were spent
from all financial sources for the mainte-
nance, repair, reconstruction and construc-
tion of motor ways and bridges in 2009.

Relevant works associated with motorways
were carried out in the context of the State
Programme for Social and Economic Devel-
opment of the Regions of the Republic of
Azerbaijan for 2009-2013 and the Action Plan
on Additional Measures for Improving the
Transport System in Baku city for 2008-2013.
These works pertained to the maintenance,
repair and reconstruction of motorways and
bridges of motorways publicly used in the
country.

TRADE FACILITATION AND MARKET ACCESS
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Thus, construction, reconstruction and capi-
tal repair works were carried out on 704 km
of roads in 2009. The number of newly con-
structed and repaired bridges was 52, of
which 34 were implemented through road
projects, 7 in Baku city and 10 other projects.

Construction works have been finalised on
118 kms of the Baku-Guba Russian Federa-
tion state border motorway located on the
North-South transport corridor and on 31
kms of the Alat-Astara-lran state border
motor road with a 4-line concrete cover.

The Alat-Hajigabul (45.6 kms), Hajigabul-Kur-
damir (85 kms) and Ganja-Shamkir-Gazakh
(94 kms) parts of Baku-Gazakh-Georgian bor-
der motorway on the East-West corridor
were constructed in line with European stan-
dards with a 2- and 4-line concrete covers
and were put into exploitation. Currently,
construction works are continuing in the Kur-
damir-Ujar (46.2 kms), Ujar-Yevlakh (53 kms),
Yevlakh-Ganja (88.8 kms) and Gazakh-the Re-
public of Georgia state border and are
planned to be finalised by the end of 2010.

Measures are envisaged for applying tech-
nologies meeting international standards in
railway transport and infrastructure projects
with a view to sustain the current rates of de-
velopment in the transport-road complex of
the country and to create a more effective
transport system. In this respect, a Credit
Agreement of USD 450.0 million was signed
with the International Bank for Reconstruc-
tion and Development (the World Bank) for
financing the “Project on Support to Railway
Transport and Trade on December 18, 2009’,

CILITATION AND |

which is focusing on the improvement of
railway transport facilities.

Azerbaijan has direct maritime connections
to other Caspian states. It also has access to
the Black Sea, via the Volga-Don canal. The
port of Baku is the largest port on the
Caspian Sea and it handles around 5 million
tons per year. 90% of its traffic is transit,
mostly oil. A key obstacle in this area to tackle
is the vertical separation of operations and
regulation functions in maritime transports
(State Program on Poverty Reduction and
Economic Development Policy Matrix, 2003-
2005). At present, Caspian Shipping has a
monopoly in the port as it also holds the
right of issuing licenses to other fleets to use
the port facilities.

Multimodal transportation is at a very early
stage of development. Azerbaijan Railway
utilizes old and dilapidated equipments in
handling intermodal shipments, e.g. 5 ton rail
containers.

The completion and operation of the Baku -
Thilisi — Ceyhan oil pipeline and Baku-Erzu-
rum gas pipeline positioned Azerbaijan as a
key player for transporting the Caspian Sea
region’s oil and gas to international markets.

As noted above, because of the country’s ge-
ographical location, Azerbaijan’s trade is af-
fected by infrastructural problems, beyond
its national borders. Azerbaijan’s trade with
Western markets is landlocked. The Caspian
sea only gives access to Turkmenistan, Kaza-
khstan, Russia and Iran. Almost all of Azer-
baijan’s trade with the Western world



Box 4.1

Recent transportation projects

At the end of 2007, the Azerbaijan Government reached an agreement with counterparts
from Turkey and Georgia on building the Baku-Tbilisi-Kars railway corridor and there are
plans to extend the railway corridor to Europe once a tunnel under the Istanbul strait be-
comes operational around 2012. According to technical and economic assessment, the
new railway would allow China and Central Asian countries access to Europe faster than the
existing trans-Siberian route. The Chinese and seven other Central Asian states announce-
ment in November 2007, once a plan to build a modern version of the ancient Silk Route
is realised, which will include a network of highways, airports, rail lines and seaports con-
necting China with Western Europe, the BTK may play a crucial role in trade transit from
Asia to Europe and vice versa. In addition, Azerbaijan will also construct a short rail line from
Astara to connect with a new rail line that Iran will construct to the border.

Another major project is the construction of a new, modern sea port and ship yard near Alat,
70 km to the south of Baku. Construction works in the land part of the new Port Complex
are expected to be launched in the 1-st quarter of 2010. The construction of this port will
lead to the creation of a major transport junction with tremendous importance for both
Azerbaijan and the region and for the establishment of an international logistics manage-
ment centre and a free economic zone in this area in the future.

Nabucco is another regional project that plans the transportation of Azeri and Central Asian gas
to EU countries. The works are planned to start in 2011. The cost of the project is 10 bln. USD.

necessarily goes through mainly Georgia®.
From Georgia it either proceeds via the Black
Sea or by land through Turkey. The alterna-
tive western route through Armenia is not vi-
able because of the conflict between the
two countries. Consequently, the conditions
of infrastructure in Georgia have fundamen-
tal implications for Azerbaijan’s trade. At the
moment Georgia is definitely a bottleneck:

infrastructure, particularly rail, needs major
rehabilitation.

The cross-country dimension of trade costs
is also relevant because transit activities are
an important component of Azerbaijan’s
trade and could become even more so if cur-
rent capacities are increased and when the
Baku-Thilisi-Kars railway corridor is launched

24 Thereis also an 11 km border between Turkey and Azerbaijan’s enclave Nakhchivan Autonomous Republic.
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(See Box 4.1). Azerbaijan is strategically lo-
cated at the cross-road between the East and
West (Transport Corridor Europe Caucasus
Asia — TRACECA). According to World Bank,
each ton of general transit cargo generates
between USD 20 to 40 of direct economic
activity.

Specific infrastructural investments are nec-
essary at border crossings. In order to pre-
vent unnecessary interventions during the
inspection of goods and vehicles at borders,
a"one-window" principle is applied to goods
and vehicles at state border crossings of the
Republic of Azerbaijan since January 1st,
2009 through the Decree # 12 of the Presi-
dent of the Republic of Azerbaijan dated No-
vember 11, 2008.

The State Customs Committee of the Re-
public of Azerbaijan implements the WCO
Framework of Standards to Secure and Facil-
itate Global Trade, which was approved in
June 2009. The objectives are to establish
standards to secure and facilitate global
trade in the supply chain; enable integrated
supply chain management for all modes of
transport; enhance the role, functions and
capabilities of Customs; strengthen cooper-
ation between customs administrations;
strengthen Customs/Business co-operation;
promote the seamless movement of goods.
The 4 core elements are: harmonization of
electronic information on inbound, out-
bound and transit shipments (using WCO
standard Data Model for electronic Customs
messaging); application of a risk manage-
ment approach to address security threats;
outbound inspection of high-risk consign-

ments being exported, preferably using non-
intrusive detection equipment such as large-
scale x-ray machines and radiation detectors;
customs will provide benefits to businesses
that meet minimal supply chain security
standards and best practices.

The country has demonstrated considerable
progress on sanitary and phyto-sanitary is-
sues. It adopted a Law on Phyto-sanitary
Control. Furthermore, Azerbaijan has made
some progress on the free movement of
goods and technical regulations. A new
law on technical regulations was drafted
with the assistance of WTO experts and sub-
mitted to the Cabinet of Ministers. To imple-
ment this law, eight by-laws are being
prepared. Moreover, a State Program on the
Development of the Standardization sector
has been established. Azerbaijan is currently
analysing the ways and means to implement
EU standards and render the use of standards
voluntarily. ISO standards are already being
applied. The main sectors which have taken
the lead on EU rules are as follows: oil, ma-
chinery, information technologies and food.

The banking sector is dominated by two
banks (the International Bank of Azerbaijan
and Capital Bank) which together control
over 50% of the market. Global financial in-
stitutions with strong trade finance capabili-
ties (e.g. HSBC, Citibank) do not have
branches in Azerbaijan to support interna-
tional trade. The lack of competition is a key
reason for high bank fees and high trade fi-
nancing cost. There is a need to establish an
Export-Import (Exim) Bank in Azerbaijan to
provide financial assistance (crediting) to ex-



porters and importers and to function as the
principal financial institution to coordinate
the work of the different institutions en-
gaged in financing export and import in
order to promote the country’s international
trade. The establishment of the Exim Bank in
Azerbaijan could ease the financial burden
of companies, especially with regards to ad-
vance payment, whereas currently, Azeri
companies, in most of the cases, have to pay
at least 50% advance payment to interna-
tional sellers.

The level of protectionism in export markets
is one of the main aspects that impact the
position of the country in foreign markets
and the strengthening of its trade competi-
tiveness by generating more sustainable rev-
enues from export and turning them into a
source for fostering human development.

Analysis and estimations undertaken for the
main export markets of Azerbaijan highlight
some difficulties and problems in the field.
For instance, during the last years, the tariff
protectionism level (in 2008) expressed in
the form of added value tariff in way of ac-
cess of the Azerbaijani products to the Ital-
ian market, which is the main trading partner
for Azerbaijani exports (in particular for oil
and oil products) is equal to 66%. The next
main trading partner ( Israel) has a level of
tariff protectionism of 65.4% (in 2008) over
98 tariff lines (expressed also in the added
value tariff). For the third trading partner
(Turkey) the level of tariff protectionism con-
stitutes 190.9% (in 2008) over 228 tariff lines
(expressed also in the added value tariff). The
same indicators related to the next main ex-

port market such as Russia and France are 0%
(because of FTA) and 66% accordingly. The
main reason that stands behind the absence
of tariff barriers for the Azerbaijani products
exported to the Russian market is the agree-
ment reached on applying the most favor-
able regime on a bilateral basis.

Currently, the following countries, with a spe-
cial interest for Azeri exports, exhibit a high
level of protectionism: Norway, Iceland,
Lebanon, Morocco and Switzerland. In these
counties, the level of applied protectionism
ranges from 216 up to 396%. Moreover, 37
Azeri exporting markets exhibit levels of pro-
tectionism higher than 50% (expressed also
in the value added tariff).

As far as the more accessible markets for
Azerbaijan are concerned, they are firstly the
traditional CIS countries’: Belarus, Georgia,
Kazakhstan, Kyrgyzstan, Moldova, Russia,
Tajikistan, Turkmenistan, Ukraine and Uzbek-
istan; among other countries, we can note:
Australia, Hong Kong, Libya, Macao (China),
Malaysia and Singapore.

The analysis above suggests that the access
of Azerbaijani non-oil products to foreign
markets is facing the following problems and
barriers:
Difficult and even unsound competition in
Azeri export markets.

- Though Azerbaijani non-oil exports may
commit large benefits under the General-
ized System of Preferences of the Euro-
pean Union, currently, the level of its use
is quite low (58.5% out of total for 2009).
This is linked to problems defining the ori-
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gin of the product, respecting technolog-
ical requirements and difficulties in ob-
taining the required documentation as
well as high fees for this purpose.

Despite the fact that access to markets of
Russia and CIS countries relies upon free
trade agreements, the importance of
these documents is decreasing gradually
due to the list of exceptions being inserted
unilaterally each year. This enables some

groups to limit trade operations and cre-
ates some degree of uncertainty in receiv-
ing future access to the markets. Currently,
though such exceptions cover a minor
part of trade between CIS countries, there
is an increasing trend of inserting more ex-
ceptions to the common list, which may
exacerbate the situation in the future.

- The current regulations (e.g. technical
standards, quality, health and security is-
sues) existing in foreign markets, particu-
larly in many sectors of the Western
markets are either not respected properly
by producers, or these producers lack the
capacity to get an effective access to such
markets. In particular, the situation of stan-
dardization is a large barrier for the access
of Azerbaijani products to Western mar-
kets. It, therefore, is extremely important to
improve the standardization system in
Azerbaijan.
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V. SECTORAL ANALYSIS:
SECTORAL COMPETITIVENESS AND
HUMAN DEVELOPMENT

his chapter elaborates on a num-
T ber of key sectors (products) —
based on the Revealed Compar-
ative Advantages analyses — that have a po-
tential for development (especially export
potential) and impact on human develop-
ment. A general overview of the sectors
(products) identified as competitive, SWOT
analyses, as well as employment impact, ex-
port potential and opportunities are elabo-
rated in this chapter.

On the basis of the World Integrated Trade So-
lution database that provides data on exports
and imports of different categories of goods
for 183 countries, Balassa Index and Net Export
Ratio were calculated using SITC-3 4-digit clas-
sification of goods for Azerbaijan (Annex 7).

Products with a strong export potential and
potential comparative advantages have
been selected for the analysis. The products
were divided into two groups: agricultural
and industrial products. The agricultural
products are divided into raw and refined
products (food and light industrial products
relying upon the raw agricultural products).
Furthermore, the SWOT analysis was applied

to the main selected products and services. 4
categories were used for the analysis: the
current export status, global market, internal
supply and human development.

The graph below is divided into four cate-
gories on the basis of the annual growth of
world imports between 2003 and 2007 and
the annual increase in the world market
share for Azerbaijan since 2003, clustering
“Winners in growing sectors’,“Losers in grow-
ing sectors’, “Winners in declining sectors”

and “Losers in declining sectors”.

The winners in growing sectors are those ex-
ports with strong competitiveness (e.qg., ris-
ing world market shares), dynamic products
are those that are growing faster than the
total trade. This is the most desirable position.
There are few winners, all minerals, casings,
tubing, drill pipes, for oil drilling use; U-sec-
tion (channel); light Petroleum distillates nes
(not elsewhere specified or included); fruit
juices (including grape must) and vegetable
juices, unfermented, not containing added
sugar or other sweetening; hazelnuts or fil-
berts, fresh or dried, shelled or peeled. The
size of the bubbles indicates the value of the
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exports. This last product is ranking 4th in the
world exports and its share in the world ex-
ports is 4.8% (Source: [TC).

Losers in the growing sectors are exports in de-
cline (falling market shares) in dynamic prod-
ucts. They are represented by three major
exports: aviation spirit (271011); petroleum oils
(270900) and polyethylene having a specific
gravity of less than 0.94 (390110).

Winners in declining sectors are exports with
rising market share in non-dynamic prod-
ucts. They are: Polysulphides, polysulphones
& other products, nes (391190); Black tea (fer-
mented) & partly fermented tea in packages
not exceeding 3 kg (090230) and Apples,
fresh (080810).

Losers in declining sectors are exports, which
are losing market shares in non-dynamic
products. Generally, it is an indication of re-
structuring. In the case of Azerbaijan, it con-
cerns mostly textiles products: cotton, not
carded or combed (520100).

One feature of the graph is the quasi absence
of manufactured products. It shows clearly
that Azerbaijan’s growth relies on raw or semi
processed materials. The importance of min-
eral products should be a subject of preoc-
cupation for policy makers concerned by the
long term growth of the economy.

The list of Azerbaijani products, which have
more competitive features and faster growth
(for example, the growth of share in the
world market) in comparison with the gen-
eral trade volume is given below.

Priority products for export

« Agricultural

 Sugar beet, fresh or dried, whether or

not ground (121291)

. Cotton-seed and its fractions refined

but not chemically modified (151229)

« Hazelnuts or filberts, fresh or dried,

shelled or peeled (080221, 080222)

. Cotton-seed oil crude, whether or not

gossypol has been removed (151221)

« Fruits, fresh nes (081090)
- Maize (corn) oil and its fractions, refined

but not chemically modified (151529)

« Qil-cake and other solid residues of cot-

ton seeds, whether or not ground or in
the form of pellets (230610)

- Wheat bran, sharps and other residues,

pelleted or not (230230)

- Black tea (fermented) and other partly

fermented tea in immediate packings of
a content not exceeding 3 kg (090230)

- Refined sugar, in solid form, nes (170199)
- Caviar and caviar substitutes prepared

from fish eggs (160430)

- Vegetable fats and oils and their frac-

tions, partly or wholly hydrogenated,
inter —esterified, re —esterified or elai-
dinised, whether or not refined, but not
further prepared (151620)

- Juice of fruit or vegetables, unfermented,

whether or not containing added sugar
or other sweetening matter (excl. con-
taining spirit, mixtures, and juice of citrus
fruit, pineapples, tomatoes, grapes, incl.
grape must and apples) (200980)

- Cotton yarn (other than sewing thread),

containing 85 percent or more by
weight of cotton, not put up for retail
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sale, measuring less than 232.56 decitex
but not less than 192.31 decitex(ex-
ceeding 43 metric number but not ex-
ceeding 52 metric number) (520513)

+ Sheep or lamb skins, pickled, without

wool on (410221)

« Sunflower-seed or safflower oil and

fractions thereof, whether or not re-
fined, but not chemically modified
(151219)

+ Margarine; edible mixtures or prepara-

tions of animal or vegetable fats or oils
or of fractions of different fats or oils of
this chapter, other than edible fats or
oils and their fractions of heading 1516
(151790)

- Garnetted stock of cotton (520291)
- Apples, fresh (080810)
- Spirits obtained by distilling grape wine

or grape marc (220820)

. Cotton, not carded or combed (520100)
« Mandarins (including tangerines and

satsumas), clementines, wilkings and
similar citrus hybrids, fresh or dried
(080520)

- Cotton yarn (other than sewing thread),

containing 85 percent or more by
weight of cotton, not put up for retail
sale: measuring less than 714.29 decitex
but not less than 232.56 decitex (ex-
ceeding 14 metric number but not ex-
ceeding 43 metric number) (520512)

- Tomatoes, fresh or chilled (070200)

- Vegetables, fresh or chilled nes (070990)
« Cherries, fresh (080920)

« Potatoes, fresh or chilled nes (070190)

-+ smoking tobacco, whether or not con-

taining tobacco substitutes in any pro-
portion (240310)

COMPETITIVE

- Tomatoes, prepared or preserved other-

wise than by vinegar or acetic acid
(200290)

- Sheep or lamb skins, raw, with wool on,

nes (410210)

 Industrial

« Propan-1-ol (propyl alcohol)and propan-

20l (isopropyl alcohol) (290512)

- Angles, shapes and sections, not further

worked than cold-formed or cold- fin-
ished (721669)

- U, iorh sections not further worked than

hot-Rolled, hot-drawn or extruded, of a
height of 80mm or more (721631)

- Sacks, bags, packing, of strip plastic ma-

terial (630533)

« Aluminium oxide nes (281820)

- Poly —terpenes, polysulfides, polysulfones

and other products, not elsewhere spec-
ified or included, in primary forms
(391190)

« Aluminium unwrought, alloyed (760120)

- Casings, tubing, drill pipe, for oil drilling

use (730429)

- Polyethylene having a specific gravity of

less than 0.94 (390110)

- Polyethers nes (390720)
- Methyloxirane (propylene oxide) (291020)

- Turbo-propellers of a power exceeding

1100 KW (841122)

- Buta-1,3-diene and isoprene (290124)
- Woven fabrics obtained from strip or the

like of synthetic textile materials (540720)

The growth pace of exports for the 25 out

of the given 44 main competitive products

is higher than the growth rate of the world’s

import. This shows that these products have

NESS Al



good competitiveness. Such products are
more competitive and also have more in-
dustrial and trade potential. In this regard,
the most successful product is the hazelnut
or filberts, fresh or dried, shelled or peeled
(080222). The share of these products in the
world export volume is 4.8%, ranking 4th.
Other main products are fresh fruits
(081090).

SWOT analysis by sub-sectors (products)

A. Agriculture sector
A.1. Edible nuts (hazelnuts, nuts and nuts nes)

Strengths/opportunities

The analysis of the industrial structure shows
that during the last years, the industrial de-
velopment has been observed mainly in do-
mestic market by initiating the production of
products at the basis of local raw materials.
Enterprises relying upon local raw materials
and foreign trade markets either stopped
their activities or use their minimal produc-
tion capacities.

Weaknesses/Threats

Current export performance (medium)

Edible nuts (hazelnuts) have revealed a major
comparative advantage. In 2009, their share in
world exports was 5.3%, ranking 3rd in world ex-
ports. Annual growth in value between 2005-2009
decreased by 12%, while annual growth of world
imports was 1% at the same period. The share of
nuts nes in the world exports was 0.1% in 2009,
ranking 19th in world exports. Annual growth in
value of nuts nes between 2005-2009 decreased
by 12%, while annual growth of world imports was
equal to 1% during the same period.

The main market for this product is Russia (42% of
total export of these products goes to Russia) in
the context of the applied mutual free trade
regime (the most favourable regime). The follow-
ing export market is Germany with 27% share. But
AZE's total export value of hazelnuts (also nuts) in
2009 was 53 million USD (0.0004% of total country
export). Current export and production perform-
ance remains low; edible nuts (hazelnuts) ac-
counted for 0.01% of non-oil exports in 2009.

Russia was the main market for export of hazel-
nuts (nuts nes), in 2009 the value of export was at
22 million USD (42% of total hazelnuts export).
There is high potential in this market.

The products do not meet international quality
standards due to damage by vermin.

Low prices compared with other competitors in
foreign markets.

Weak production and export of various refined
products made from nuts and hazelnuts. Keeping
the raw materials direction in export operations.
Small production capacity.

Labour costs are reasonably low

The product is poorly promoted and diversified

>1S: SECTORAL
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Strengths/opportunities

Weaknesses/Threats

Current export performance (medium)

Azerbaijan is in the third place in production of ed-
ible nuts after Turkey and Italy. World production
share is 3-4% (27-28 thousand tonne in a year).

Low level of foreign investment.

World Market (medium)

Russia is one of the most favourable markets for
Azerbaijan. In this case, there are no tariff barriers
for the exported products.

The export of these products occurs in two export
markets (Russia and Germany).

There are potential export possibilities with high
price of peels of nuts with lower pellet quality that
can be used in foreign furniture industry.

Underdeveloped information and marketing serv-
ices; the lack of information about potential sales
market and foreign trade rules.

High demand for this product in the world
markets.

The product is being exported to the Russian mar-
ket in large quantities by Turkey and Georgia too.
The product of Turkey meets high quality stan-
dards and is one of the main competitors in the

market.

Domestic Supply (medium)

The supply of this product is very high in the do-
mestic market.

Infrastructure for hazelnut processing factories and
veterinary services is poor and does not meet in-
ternational standards.

Human development (medium)

Higher hazelnut prices and access to global mar-
kets should lead to an improvement in incomes
(through farmer profits).

There are small numbers of wholesale purchasers
and therefore the level of prices is not satisfactory
for suppliers.

Development of the sector should result in higher

employment.

Lowest average wage level compared to other
sectors of economy.

Low professional qualification level of producers.

Preliminary actions

A major overhaul of the production is needed to improve sanitary condition of the harvest and im-

prove quality standards. There is a need for a marketing strategy for export; identification of niche mar-

ket. It is necessary to create a proper supply and transportation network that connects the hazelnut

growers in rural areas to hazelnut processors, and the hazelnut processors to export markets. Seek to

move to value added products.
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A.2. Edible fruits, citrus fruits, melons and juice of fruits (apple, pear, persimmon, quince, apri-

cot, peach, cherry, sweet cherry, plumbs, sloes, olives, citrus fruits, berries etc - fresh, dried,

marinated and fruit juices)

Strengths/opportunities

Weaknesses/Threats

Current export performance (medium)

The export of fruits and juice has one of the best
comparative advantages. In 2009, the share of
fresh fruits nes in the world exports was 3.3%,
ranking 8th in world exports. Annual growth in
value between 2005-2009 was less (12%) than an-
nual growth of world imports (16%) at the same
period.

AZE's total export value of fruits and juice in 2009
was 79.6 million USD (0.5% of total country ex-
port). Current export and production performance
remains low; fresh fruits nes currently accounts for
7.3% of non-oil exports in 2009.

Russia (97%) and Ukraine (3%) were the main mar-
kets for export of fresh fruits nes with the applied
mutual free regime (the most favourable regime).
Share in value in the country's cluster exports was
0.3% (2009).

In the short term, there is a need to meet interna-
tional quality standards in order to further
strengthen export competitiveness of the prod-
ucts.

Low prices compared with other competitors in
foreign markets.

The small size of farms, which are technologically
weak, influences competitiveness of the products.

Labour costs are reasonably low

Product is weakly promoted and diversified. How-
ever, for some markets product competitiveness is

on the medium level.

Low energy prices in sector.

Packaging design and quality requires improve-
ment.

Favourable business legislation.

Only one land tax, which is at a very low level.

Price of land is low.

World Market (medium)

Russia is one of the most favourable markets for
Azerbaijan. In this case, the free trade regime is ap-
plied to the exported products at the basis of the
most favourable tariff regime.

The export of these products depends highly on
only one market (Russia). The product is exported
to the Russian market also by Poland, China and
other countries in large quantities.

High demand for these products in European

countries.

The underdeveloped export infrastructure to access
world markets. Transportation by road or rail is a ma-
jor problem. Unreliable service, lack of cold storages.

V. SECTORAL ANALYSIS:
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Strengths/opportunities

Weaknesses/Threats

World Market (medium)

High demand for ecologically pure and healthy
products in the world markets.

Low level of foreign investment.

Domestic Supply (medium)

The supply of this product is very high in the do-
mestic market.

Infrastructure for fresh fruits processing factories,
storage facilities and conditions has recently
started to be improved but still does not fully
meet international standards.

High level of raw materials’supply for fruit process-
ing fields (@and processing industry).

Growers of fresh fruits incur losses because of poor
storage conditions.

Quite well developed channels of sales in local
fruits market.

Human development (medium)

High level of employment. The labour-intensive
nature of the sector could considerably reduce un-
employment.

Margin (profit) of farmers is reduced as a result of
market failures and lack of competition.

High potential for employment creation in the
agriculture and food industry.

Lowest average wage and income level compared
with other sectors of economy.

Possibility of exploitation of workers due to labour-
intensive nature of production.

Low professional qualification level of producers.

Preliminary actions

A major overhaul of the production is needed to improve quality standards. There is a need for a mar-

keting strategy for export: identification of niche markets and establishing of marketing cooperatives

and training for farmers. It is important to create a proper supply and transportation network that con-

nects the fresh fruits growers in rural areas to fresh fruit processors, and the fresh fruit processors to ex-

port markets.
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A.3. Animal, vegetable fats and oils (Safflower, sunflower/cotton-seed oil & fractions — cotton-

seed and its fractions refined but not chemically modified and cotton-seed oil crude, whether

or not gossypol has been removed, fixed vegetable fats & oils & their fractions and animal or

vegetable fats, oils and their fractions, hydrogenated)

Strengths/opportunities

Weaknesses/Threats

Current export performance (low)

In 2009, the share of animal, vegetable fats and oils
global exports was 1.6, ranking 11th in world ex-
ports. Annual growth in value between 2005-2009
was greater (56%) than annual growth of world
imports (6%) at the same period. In this product
group export of cotton-seed and its fractions has
one of the best comparative advantages.

AZE's total export value of animal, vegetable fats
and oils in 2009 was 54.4 million USD (0.4% of total
country export).

Current export and production performance re-
mains low; Animal, vegetable fats and oils (cotton-
seed and its fractions) currently accounts for 5% of
total country exports in 2009.

The main markets for this product are Russia and
Tajikistan with the applied mutual free regime (the

most favourable regime).

Animal, vegetable fats and oils (cotton-seed and
its fractions) do not meet international quality

standards.

Labour costs are low.

World Market

Animal, vegetable fats and oils (cotton-seed and
its fractions) demand is likely to remain reasonably
robust despite global economic downturn.

Ukraine, Romania and Lithuania will remain strong

competitors.

Despite having a comparative advantage in the
world's cotton-seed market, the quality of Azerbai-

jani products remains low.

Product is weakly promoted and diversified. How-
ever, for some markets product competitiveness is

at a medium level.

Weak development of export infrastructure in en-
suring access to the world market. Transportation
by road or rail is a major problem. Lack of cold fa-

cilities.
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Strengths/opportunities

Weaknesses/Threats

Domestic Supply

The supply to domestic markets of this product is
very high.

Low level of local infrastructure.

Human development

High level of employment in the agriculture and
food industry. The labour-intensive nature of the
sector could considerably reduce unemployment.

Possibility of exploitation of workers due to labour-
intensive nature of production.

Lowest average wage level compared with other
sectors of economy.

Low professional qualification level of producers.

Preliminary actions

Improvement of quality standards, packaging. Development of a brand image and enhancing market

information. Identification of new niche markets. Creation of a proper supply and transportation net-

work that connects the producers in rural areas to processors, and the processors to export markets.

Improvement of local infrastructure. The professional qualification level of producers needs to be in-

creased.
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A4.Vegetables and cucurbitaceous (tomatoes,

eggplants, celery, peanut, turnip, onion, garlic,

potatoes etc) — fresh, chilled, dried, marinated and its refined products.

Strengths/opportunities

Weaknesses/Threats

Current export performance (low)

Export of vegetables has one of the best com-
parative advantages. In 2009, their share in the
world exports was 0.1%, ranking 63 in world ex-
ports. Annual growth in value between 2005-
2009 was greater (21%) than annual growth of
the world imports (9%) at the same period.

Current export and production performance re-
mains low; vegetables currently account for 50
million USD (4.6% of non-oil exports and 0.3% of
total country exports) in 2009.

The main market for this product is Russia with the
applied mutual free regime (the most favourable
regime) (95%). Besides that, Ukraine and Georgia
are also considered as main markets.

Product is weakly promoted and diversified.
However, for some markets product competi-
tiveness is at a medium level.

Labour costs are low.

World Market (medium)

World demand for vegetables and cucurbita-
ceous is high.

The main competitors in Russian markets are
more competitive (Turkey, the Netherlands,
Kazakhstan, China, Uzbekistan and Egypt).

Russia is the most favourable export market.

Product is weakly promoted and diversified. But
for some markets product competitiveness is at
a medium level.

Weak development of export infrastructure in
ensuring access of vegetables to world markets.
Transportation by road or rail is a major problem.
Lack of cold facilities.

Domestic Supply (medium)

Meeting the needs of various production areas
in internal markets.

Low level of local infrastructure (storage facilities
and conditions are poor and do not meet inter-
national standards).

Well developed channels of sales in local
markets.

Growers of fresh vegetables incur losses because
of poor storage conditions.

Internal levels of supply and demand for vegeta-
bles and cucurbitaceous are high.
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Strengths/opportunities Weaknesses/Threats

Human development (low)

The labour-intensive nature of the sector could | Possibility of exploitation of workers due to
considerably reduce unemployment. High po- | labour-intensive nature of production.
tential for employment creation in the agricul-
ture and food industry. Particular potential to
reduce unemployment in the service sector too.

Lowest average wage level compared with other
sectors of economy.

Low professional qualification level of producers.

Preliminary actions

Improvement of quality standards and packaging. Development of a brand image and ehancing

market information. There is a need for a marketing strategy for export; identification of new niche
markets. Creation of a proper supply and transportation network that connects the producers in
rural areas to processors, and the processors to export markets. The professional qualification level
of producers needs to be increased.

] O | V. SECTORAL ANALYSIS: SECTORAL COMPETITIVENESS AND HUMAN...



A.5. Alcoholic beverages, spirits and vinegar (wine of fresh grapes and spirits, liqueurs, other

spirit beverages, alcoholic preparations)

Strengths/opportunities

Weaknesses/Threats

Current export performance (low)

Alcoholic beverages, spirits and vinegar have the
best comparative advantage. Annual growth in
value between 2005-2009 was greater (61%)
than annual growth of the world imports (13%)
at the same period.

AZE's total export value of alcoholic beverages,
spirits and vinegar in 2009 was 11 million USD
(0.07% of total country export). In 2009, the
trade balance was positive, but decreased by
43% compared to the previous year. Current ex-
port and production performance remains low.

While the tariff barrier of 1.2% (in its added value
equivalent) is applied for this product in its ac-
cess to the main market (Russia — 71%), the ac-
cess to Ukrainian market is free.

Low quality of product compared with other
competitors in foreign markets.

Currently, the development of processing tradi-
tions in this sector and existence of favourable
natural factors, as well as the purchase of high
quality grapes from France and increase of in-
vestments in this field prove that the high pro-
duction and trade potentials will be achieved in
the near future.

The product is poorly promoted and diversified.

Low prices and low-middle labour costs.

Packaging design and level requires improve-
ment. Does not meet fully international quality
requirements.

World Market (medium)

Russia (71% of all export), Ukraine (21%) and
Latvia (8.4%) are the main markets for export of
alcoholic beverages, spirits and vinegar (through
the most favourable regime). There is high po-
tential for importing in these markets.

The export of these products occurs in a single
export market (Russia). This product is exported
to Russian market firstly by France, UK, Ukraine,
Spain, Armenia, USA, Ireland, Mexico, Finland
and other countries in large quantities. AZE
holds the 10th place in the Russian market
(2009).

High demand for these products in the markets
of European countries.

Underdeveloped export infrastructure for access
to the world markets of alcoholic beverages.
Transportation by road or rail is a major problem.
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Strengths/opportunities

Weaknesses/Threats

Domestic Supply (medium)

The supply of this product is very high in domes-
tic markets (the size of the market — USD 150
mlin. annually; 58.3% of total trade turnover of
these products consists of vodka).

Infrastructure for processing is poor and does
not meet international standards.

High level of raw materials supply to the grape
processing fields (processing industry).

Investment resources of growers of grapes are

low.

Quite well developed channels of sales in local
alcoholic beverages market.

Human development (Medium-high)

High level of employment and employment cre-
ation potential in agriculture and food and bev-
erage industry. 10% of the total employed
persons are working in this field (the number of
people employed in the processing industry is
almost 20%).

Low-middle average wage and income level.
Margin (profit) of farmers is reduced as a result of
market failures and lack of competition (Whole-
salers of grape buy this product at low prices).

Low professional qualification level of producers.

Preliminary actions

A major overhaul of the production is needed to improve quality standards. It is necessary to im-

prove packaging, develop a brand image and enhance market information. There is a need to de-

velop a marketing strategy for export; identify relevant niche markets. It is important to create a

proper supply and transportation network that connects the grape growers in rural areas to proces-

sors, and the alcoholic beverage processors to export markets.

V. SECTORAL ANALYSIS: SECTORAL COMPETITIVENESS AND HUMAN...



B. INDUSTRIAL SECTOR
B.1. Organic chemicals (Propan-1-ol (propyl alc

Strengths/opportunities

ohol) and propan-2-ol (isopropyl alcohol))

Weaknesses/Threats

Current export performance (low)

Organic chemicals (esp. propyl and isopropyl alco-
hol) have the best comparative advantage. The
qualification coefficient for this product is high
and equal to 98.2% (2009). In 2009, the share of
the product with positive trade balance in the
world exports was 0.6%, ranking 15th in world ex-
ports. Annual decrease in value between 2005-
2009 was equal to 11%, while a growth of 1% in

world imports was observed at the same period.

AZE's total export value of propyl and isopropy! al-
cohol in 2009 was 6.7 million USD (0.05% of total
country export). Current export and production
performance remains low; propyl and isopropy! al-
cohol currently accounts for 0.6% of non-oil ex-
ports in 2009.

Turkey, Russia, Iran and Ukraine were the main
markets for export of propyl and isopropyl alcohol,
in 2009, with respective shares of 50%, 26%, 12%
and 11% of total propyl and isopropyl alcohol
export.

Low level of investments in this sector.

Labour costs are low-medium.

The product is poorly promoted and diversified.

World Ma

High sales possibilities in CIS markets.

Manufacturing cost of the product is very high.

rket (low)

There is a high tariff barrier for Azerbaijani prod-
ucts in the market of Turkey. 66% in average (its av-
erage added value tariff equivalent). The export of
these products occurs in single export market.

High demand for these products in world markets.

Price for the product is high compared with other
competitors.

Underdeveloped information and marketing serv-
ices; the lack of information about potential sales
market and foreign trade rules.

The main competitors for this product in the Turk-
ish market are Germany and Russia with their high
quality products.

Transportation by road or rail is a major problem.
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Strengths/opportunities Weaknesses/Threats

Domestic Supply (medium)

Meeting the needs of various production areas in | Infrastructure for organic chemicals (esp. propy!
the internal market. and isopropy! alcohol) is poor and does not meet
international standards.

Low level of technologies that meet modern stan-
dards. Extreme depreciation of production funds
and its very low renovation.

| Human development (low)

Medium level of employment. Commonly encountered problem is deferring of

payments (wages) and decrease of staff levels.

Possibility of exploitation of workers.

Due to the lack of regulating and cleaning equip-
ment, which meet international environmental

protection standards, the products are dangerous
for human health.

Weak solution of social problems for persons (in
particular, women) working in hazardous working
conditions.

Preliminary actions

Development of a strategy for accessing foreign markets. Seeking international partners for developing
a marketing strategy. Improvement of quality standards and technologies. Development of a knowl-
edge cluster among universities, research centres and firms. Promotion of product diversification and
value addition of the sector. Increasing investments in this sector. Improvement of infrastructure.
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B.2. U-sections, angles, shaped and special profiles made from iron or unmanufactured steel

Strengths/opportunities

Weaknesses/Threats

Current export performance (medium)

U-section (channel) has the best comparative
advantage. The qualification coefficient for this
product is high. In 2009, its share in world ex-
ports was 1.1%, ranking 20th in world exports.
Annual growth in value between 2005-2009 was
greater (17%) than annual growth of world im-
ports (7%) at the same period.

AZE's total export value of U-section (channel) in
2009 was 12.6 million USD (0.1% of total country
export). Current export and production perform-
ance remains low; U-section (channel) currently
accounts for 1.2% of non-oil exports in 2009.

Iran was the single market for export of U-sec-
tion (channel), in 2009, the value of export was
equal to 12.6 million USD (100% of total U-sec-
tion (channel) export).

The product is poorly promoted and diversified.

Labour costs are low-medium.

World Market (medium)

Large possibilities of sales in CIS and near
eastern markets which do not require high
standards.

There is a high tariff barrier for Azerbaijani prod-
ucts in the market of Iran. It is 66% in average (its
average added value tariff equivalent). The ex-
port of these products occurs in single export
market.

High demand for these products in the world
markets.

Underdeveloped information and marketing
services; the lack of information about potential
sales market and foreign trade rules.

The main competitors for this product in Iranian
market are Russia, Turkey, Spain and China (more
competitive than AZE producers).

Domestic Supply (medium)

Meeting the needs of various production areas
in internal markets (in construction).

Raw material used for the production is im-
ported mainly from foreign countries.

Low level of technologies, which meet modern
standards (the status of production facilities).
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Strengths/opportunities Weaknesses/Threats

Human development (medium)

Medium level of employment. Commonly encountered problem is the low
level of qualification of workers.

Low wages. Possibility of exploitation of workers.

Low number of professional qualification
courses for employees.

Preliminary actions

Development of a strategy for accessing foreign markets. Improvement of quality standards and

technologies. Development of a knowledge cluster among universities, research centres and firms.
Promotion of product diversification and value addition. Creation of a proper transportation net-
work. Organization of professional qualification courses for employees. Increasing investments in
this sector.
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B.3. Plastic and plastic made products (polyethylene having a specific gravity of less than 0.94;

polysulphides, polysulphones & other products, nes; polyethers nes)

Strengths/opportunities

Weaknesses/Threats

Current export performance (medium)

Plastics and articles thereof have the best com-
parative advantage. The qualification coefficient
for this product is high. In 2009, their share in
world exports was 0.2%, ranking 40th in world
exports. Annual growth in value between 2005-
2009 was lower (0%) than the annual growth of
world imports (4%) during the same period.

AZE's total export value of plastics and articles
thereof in 2009 was 34.6 million USD. Current ex-
port and production performance remains low;
plastics and articles thereof currently accounts
for 3.2% of non-oil exports in 2009. Share in
value in country's exports was 0.24% (2009).

Iran (54%), Turkey (16%) and China (15%) — the
main markets for export of plastics and articles
thereof. In 2009, the value of export to these
countries was equal to 30 million USD (85% of
total export of plastic and plastic made prod-
ucts). At the same time, import needs of China
and Turkey are higher and these countries can
be already considered as strategic partners
(China takes the 1-st place and Turkey the 8th
place in the import of this product).

Lowest level of investments in this sector.

Labour costs are low.

The product is poorly promoted and diversified.

Manufacturing cost of the product is very high.

World Market (medium)

High sales possibilities in CIS and some Euro-
pean markets.

There is a high tariff barrier for Azerbaijani prod-
ucts in the market of Turkey. It is 66% in average
(its average added value tariff equivalent). The
export of these products occurs in single export
market.

High demand for these products in the world
markets.

Underdeveloped information and marketing
services; the lack of information about potential
sales markets and foreign trade rules.
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Strengths/opportunities Weaknesses/Threats

World Market (medium)

Azerbaijan is a leader in the Iranian market and the competi-
tors for this product in the market of Turkey are the developed
countries of Western Europe with their high quality products
(Germany, Belgium, Italy, France etc). It is extremely difficult to
compete with these countries in this field. Azerbaijan’s main
competitors in the US market are Canada, China, Mexico and
the developed European countries.

Transportation by road or rail is a major problem.

Price of the product is high compared with other competitors.

)

omestic Supply (medium)

Meeting the needs of various produc- | Infrastructure for plastics and articles thereof is poor and does
tion areas in internal markets. not meet international standards.

112

Low level of technologies; low investment to the main assets.
Human development (low)

The development of this field requires | Low level of employment. Commonly encountered problem is
also the development of other fields | deferring of payments (wages) and reduction of staff levels.
such as machinery and metal process-
ing by increasing employment and
revenues in this sector.

Possibility of exploitation of workers. In this sector, the level of
average monthly wage remains low; it is lower than average
wages in both industrial and processing industrial areas.

Due to the lack of regulating and cleaning equipment which
meet international environmental protection standards, the
products are dangerous for human health.

Weak solution of social problems for persons (in particular,
women) working in hazardous working conditions.

Preliminary actions

Development of a strategy for accessing foreign markets. Improvement of the quality standards and

technologies. Development of a knowledge cluster among universities, research centres and firms. Pro-
motion of product diversification and value addition. Creation of a proper transportation network. Or-
ganization of professional qualification courses for employees. Increasing investments in this sector.
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B.4. Aluminium oxide nes

Strengths/opportunities

Weaknesses/Threats

Current export performance (medium)

Aluminium oxide nes has the best comparative
advantage. The qualification coefficient for this
product is high. In 2009, its share in the world ex-
ports was close to 0%, ranking 27th in world ex-
ports. Annual decrease in value between
2005-2009 was 54% and the annual decrease of
world imports 1% during the same period.

AZE's total export value of aluminium oxide nes
in 2009 was sharply reduced to 3.4 million USD.
Current export and production performance re-
mains low; aluminium oxide nes currently ac-
counts for 0.3% of non-oil exports in 2009. Share
in value in country's exports was 0.02% (2009).

Tajikistan (83.2%) —is the main market. Another
export market is Hong Kong. The price of this
product is relatively higher in this market. Chi-
nese and Russian markets have more prospects.

The product is poorly promoted and diversified.

High level of investments in this field.

Labour costs are low.

World Ma

High sales possibilities in CIS and some Euro-
pean markets.

rket (low)

The export of the product depends highly only
on two markets.

There are no tariff barriers in both sales markets.

There is the possibility of free competition. Large
potential possibilities of free competition in the

market of Hong Kong.

Underdeveloped information and marketing
services; the lack of information about potential
sales markets and foreign trade rules.

In comparison with Azerbaijan's main competi-
tor — Kazakhstan — the offered price is slightly
lower.

The main competitor in the Tajik market for this
product is Kazakhstan. The main suppliers of this
product in the market of Hong Kong are the de-
veloped countries (Japan, China, Malaysia, Ger-
many, France, the US, etc). The competition in
this market is stronger.

Transportation by road or rail is a major problem.

Domestic Supply (high)

Meeting the needs of various production areas

in internal markets.

Infrastructure is poor and does not meet interna-
tional standards.

Large deposits of local raw materials.
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Strengths/opportunities Weaknesses/Threats

Human development (low)

Medium level of employment. Commonly encountered problem is the low
level of qualification of workers, deferring of pay-
ments (wages) and reduction of staff levels.

Employment creation for chemical industry. Possibility of exploitation of workers. In this sec-
tor, the level of average monthly wage remains
low; it is lower than average wages in both in-
dustrial and processing industrial areas.

Low wages. Due to the lack of regulating and cleaning
equipment which meet international environ-
mentel protection standards, the products are
dangerous for human health.

Weak solution of social problems for persons
working in hazardous working conditions.

Development of a strategy for accessing foreign
markets. Improvement of the quality standards
and technologies. Creation of a proper trans-
portation network.

Preliminary actions

Development of a knowledge cluster among universities, research centres and firms. Promotion of

product diversification and value addition. Organization of professional qualification courses for

employees. Increasing investments in this sector.
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B.5. Aluminium and articles thereof — aluminium unwrought, alloyed

Strengths/opportunities

Weaknesses/Threats

Current export performance (medium)

Aluminium unwrought, alloyed has the best
comparative advantage. The qualification coeffi-
cient for this product is high and equal to 100%
(2007). In 2009, its share in world exports was
0.1%, =ranking 48th in world exports. Annual de-
crease in value between 2005-2009 was 21%
and annual decrease of world imports 2% during
the same period.

AZE's total export value of aluminium un-
wrought, alloyed in 2009 was 11.9 million USD
(0.08% of total country export). Current export
and production performance remains low; alu-
minium unwrought, alloyed currently accounts
for 1.1% of non-oil exports in 2000.

The main trade markets for this product are
Hong Kong (59%), Turkey (32%) and Iran (7%,.

The product is poorly promoted and diversified.

High level of investments to this field.

Labour costs are low.

World Market (medium)

Large possibilities of sales in CIS and near east-
ern markets, which do not require high stan-
dards.

Underdeveloped information and marketing
services; the lack of information about potential
sales markets and foreign trade rules.

High demand for these products in world
markets.

Azerbaijan’s main competitors in the Hong Kong
market are comparatively developed economies
(China, Korea, the USA, Malaysia, UAE, South
Africa, Thailand and Australia.

Large potential possibilities of free competition
in the market of Hong Kong.

Transportation by road or rail is a major problem.

Having 16% of market share, Azerbaijan holds
the third place in the Iranian market following
ltaly and Korea. In this market, the same tariff
(4%) is applied for all countries.

Low price of Azerbaijani product in Iranian

market.

There is a low tariff barrier in the markets of Iran
(4%) and Turkey (6%) for this product.
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Strengths/opportunities

Weaknesses/Threats

Domestic Supply (medium)

Meeting the needs of various production areas
in internal markets.

Infrastructure is poor and does not meet interna-
tional standards.

Large deposits of local raw materials.
Human devel

Medium level of employment.

opment (low)

Commonly encountered problem is a low level

of qualification of workers.

Low wages.

Possibility of exploitation of workers. In this sec-
tor, the level of average monthly wage remains
low; it is lower than average wages in both in-
dustrial and processing industrial areas.

Employment creation potential for chemical in-
dustry.

Due to the lack of requlating and cleaning
equipment which meet international environ-
mental protection standards, the products are
dangerous for human health.

Weak solution of social problems for persons

working in hazardous working conditions.

Preliminary actions

Development of a strategy for accessing foreign markets. Creation of a proper transportation net-

work. Improvement of the quality standards and technologies. Promotion product diversification

and value addition. Organization of professional qualification courses for employees. Increasing in-

vestments in this sector. Improvement of infrastru

cture.
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VI. THE FINANCIAL CRISIS AND
TS IMPACT ON AZERBAIJAN

his Chapter provides an analysis of

the impact of the global financial

and economic crisis through the dif-
ferent transmission channels to the economy
of Azerbaijan, with a particular emphasis on trade
and human development issues.

6.1. Channels of transmission of the crisis

The global economic and financial crisis start-
ed with the mortgage market crisis in the
United States that later covered the entire
global economy and its effects are perceived to
different extents in different countries. The de-
gree of vulnerability of individual countries to
the crisis is linked with their degree of integra-
tion to the global economy. Whereas more in-
tegrated economies are suffering more from the
direct effects, African and many other less in-
tegrated developing countries are suffering
strongly from the indirect effects.

The extent of the impact of the crisis on the
country depends on many factors that de-
termine its transmission to these economies.
Factors that seem to matter: financial open-
ness, trade openness, size of the current ac-
count deficit, fiscal deficit and foreign reserves.
As national economies become more inte-

grated, the main channels of transmission of
the global economic and financial crisis to the
economies are the main flows of external fi-
nancing — foreign trade, FDI, foreign remit-
tances and foreign aid. In other words, de-
creasing trade volumes, serious limits in access
to international finance, including FDIs, debt,
foreign aid and portfolio capital and a decrease
in remittances are the major consequences of
the crisis to the national economy. Hence, the
crisis hit the channels, which recently were ex-
tremely favourable to developing countries
and Azerbaijan and have fuelled their high
growth. The study examines the transmission
channels from the perspectives of developing
countries.

One of the important channels of transmission
— the exposure of the banking system to the
crisis — is not very relevant for most develop-
ing countries. In these countries banking
systems are shallow, with small derivatives and
interbank markets, relatively low levels of re-
liance on international capital and limited ex-
posure to complex financial instruments.
However, as the crisis in developing countries
unfolds and domestic conditions deterio-
rate, banking systems could come under
stress due to borrowers'inability to repay and
banks'inability to borrow cash on the market.
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A. Channels of transmission:
Capital inflows, particularly, FDI

Developing countries are victims of in-
creased risk aversion — net private capital in-
flows to developing countries declined at
the end of 2008 and are now projected to be
165 billion USD: 82% below the 2007 level
(IMF, 2009). The reversal of capital inflows
from developing countries to safer assets of
developed countries has been one of the
most significant effects of the financial crisis
on emerging economies; once again the
volatility of international capital flows has
been a powerful factor in crisis contagion.

In 2007 and 2008, many developing economies
were dealing with extensive capital inflows;
now access to market based international fi-
nancing appears to be closing for many of
them, posing threats of a major liquidity
squeeze, pressure on emerging market cur-
rencies, asset markets and real sectors. Coun-
tries that relied on readily available capital to
finance their current account deficits are par-
ticularly vulnerable.

Stock markets of developing countries have
also been impacted by the crisis. Sovereign
spreads have increased dramatically (reflecting
flight to higher quality assets, such as devel-
oped countries government bills and bonds).

FDIis considered by many to be a major and
more stable source of financing for many de-
veloping countries. FDIs slowed down re-
cently due to two major factors. First, the
capability of firms to invest has been reduced
due to a fall in access to financial resources,

both internally (due to a decline in corporate
profits) and externally (due to lower avail-
ability and higher cost of finance). Second,
the propensity to invest has been affected
negatively by economic prospects, especially
in cases involving corporations with opera-
tions in the developed countries hit by a se-
vere recession. In addition, a very high level
of perceived risk is leading companies to ex-
tensively cut their costs and investment pro-
grammes. The fact that many multinational
enterprises can easily shift financial resources
from one country to another adds another
degree of uncertainty, contributing to the
growing macroeconomic instability in de-

veloping countries.

B. Channels of transmission:
Remittances

Remittances have been an important and
stable source of external financing for many
developing countries, especially CIS coun-
tries such as Tajikistan, Moldova and Kyr-
gyzstan. Indeed, in 2006, Tajikistan and
Moldova received the highest levels of re-
mittances in the world (as a percentage of
GDP), with Kyrgyzstan in the fourth place. In
some Latin American and Caribbean coun-
tries remittances constitute the largest
source of foreign financing, larger than FDIs
and foreign aid.

Remittances have been shrinking in 2009; ac-
cording to the World Bank, remittances will fall
from 305 billion USD last year to 290 billion
USD in 2009. Europe and Central Asia will be
the most severely affected region with a fall of



10-13%. This relatively small decrease can be
explained by “flexibility” of remittances, since,
in general, many migrants are even in worse
conditions and unlikely to leave their adopted
countries and try to find out new opportuni-
ties to earn and send money home.

The remittances fall can have a negative effect
on developing countries, namely in those in
which remittances made up a high share of a
country's GDP. Remittances have become an
important factor in stimulating economic de-
velopment and keeping families out of
poverty in these countries. This way, a slump
in worker remittances flows could impact a
country not only in terms of the economy, but
also may negatively contribute to human de-
velopment in the country.

C. Channels of transmission:
foreign trade

Trade has become a significant source of
growth in many developing countries. The
volume of trade has plummeted, with the
largest decline in 80 years; advanced coun-
tries’ imports are falling, while developing
countries are highly dependent on devel-
oped countries as their main exports’ mar-
kets. With the lack of opportunities for
substitution of these markets with other
ones, the decrease in demand on the devel-
oped markets will lead to decreases in the
supply of developing countries. This factor
will impact most of the countries with a large
share of industry and those for which exports
represent the main source of external fi-
nancing and economic growth.

THE FIN

Exports and production fall cause a decrease
of foreign currency inflows in an economy
and consequently lead to an import drop. In
turn, imports can have beneficial impacts
such as consolidating foreign trade balance,
especially in countries with an adverse bal-
ance. Also, it may cause some adverse effects.
With the public finances of many developing
and emerging market countries still heavily
dependent on trade tax revenues, a further
import decline may be critical unless they are
able to develop alternative sources of rev-
enues.

The World Bank expects a 6.1% contraction
in 2009 in the volume of world trade, with an
even higher collapse in the value of world
trade, due to the fall in commodity prices. Ac-
cording to the IMF's report “The Implications
of the Global Financial Crisis for Low-Income
Countries’, many countries have registered a
drop in exports of around 20%. Taking into
account that in the recent decades most of
developing countries became more inte-
grated in the international trade system and
have ensured their economic growth basing
on exports, reduced earnings from exports
could harm their development. This is bad
news for government revenues as well; most
developing countries, including Azerbaijan,
depend on trade for their fiscal revenues.

The increase of the food and oil prices in 2007
and 2008 has affected developing countries,
leaving the balance of payments of some
countries under great strain. Furthermore, the
drop in oil and commodity prices has also
created winners and losers as well.

) ITS IMPACT ON AZERBAIJAN
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Another factor that may affect foreign trade
is a decrease in commercial credits due to
the international financial market depres-
sion. Given the fact that normally a large
part of foreign trade transactions are fi-
nanced through short-term credit and fi-
nancial institutions liquidity have become
extremely low and trade finance® has be-
come more expensive (fear of default has
caused banks to tighten lending guide-
lines), the poor capacity to finance com-
mercial transactions leads to reduction in
foreign trade transactions.

Concluding, as a result of the global crisis
through its different transmission channels,
large cumulative effect on exchange rates
and credit and bank/financial system liquid-
ity, large immediate welfare losses, real in-
vestment falls, consumption falls (as
consumers tend to save), huge budget
deficits (left to fill expenditure gaps, as well
as to rescue the financial system), fall in re-
mittances from migrant workers, reduced
tourism, drop in sales, production, jobs and
incomes have been observed in national

economies.

Due to the characteristics of the national

economy, developing countries with a high

impact risk can be categorised as follows:

1. With significant exports to the USA and
Europe;

2. Countries exporting products with high
income elasticity;

3. Countries dependent on remittances;

4. Countries with high current account
deficits and high government deficits;
5. Countries dependent on aid.

Here, Azerbaijan can be considered in the
second group, as a single commodity (oil) ex-
porter emerging economy, strongly de-
pendent on world oil prices and demands.

The Azerbaijan economy continued to grow
through most of 2008 partly due to high oil
prices, until the price crash in the late summer
of 2008. Ultimately, the country was hit by the
contraction in global demand and falling oil
prices, the global liquidity squeeze and the re-
sulting capital outflows and increasing risks, in-
creased exchange rate volatility and decreasing
demand for migrant labour.

In order to provide an early assessment of
the economic crisis and its effects on Azer-
baijan economy, particularly on trade and
human development, as well as propose mit-
igation strategies to overcome these nega-
tive effects of the crisis, the study analyzes
socio-economic development trends of the
Azerbaijan economy during the crisis period.

6.2. Impact of the crisis on key
macroeconomic indicators,
key sectors and trade flows

Azerbaijan received its share of negative ef-
fects from the global financial crisis as well.
However, the analysis shows that the crisis af-

25 G20 meeting on 2 April 2009: ensure $250 billion for trade finance to promote trade and investment over 2 years (through

export credits and investment agencies)



fected Azerbaijan economy to a much lesser
extent than most of the former Soviet Coun-
tries. The impact of the crisis on Azerbaijan in
2008 was mostly through lower oil revenues.
The country still managed to end 2008 with a
double-digit growth rate (10.8%). In 2009, GDP
growth rate was not very much different from
the 2008 level (9%), mainly due to the inflow
of oil revenues, but remittances and non-oil ex-
ports are expected to decline significantly. The
oil-dominated (97% of export), but relatively
small economy of Azerbaijan suffered neither
from a currency devaluation or high inflation,
nor severe drops in economic production or
the banking sector. In general, there are two
reasons for this outcome.

First, the recent years’ huge oil exports, in
general, caused a continuously positive cur-
rent account balance and a steady inflow of
hard currency. These vast oil revenues led to
a certain macroeconomic stability and in-
crease of domestic financial reserves, which
gives a considerable scope for the State to
mitigate the short-term impacts of the crisis.

Second, the financial sector of the country is
still small and weakly integrated into the global
financial system. Stock markets are in devel-
opment phase and there is a very limited ap-
pearance of international banks in the banking
sector of the country. The financial sector was
hence less affected by the crisis than financial

Figure 6.1. Quarterly world exports and imports, 2005-2008
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sectors in other former Soviet Countries, such
as Russia, Ukraine, Kazakhstan and etc.

However, the economy is quite vulnerable to
external shocks due to its weak diversification
and high dependency on global market oil
prices. The non-oil sector of the economy is of
limited role in exports, the country’s perform-
ance is highly dependent on oil price levels. As
is seen from Figure 6.1 and Figure 6.2, it should
be argued that the dramatic drop in oil prices
affected the economic growth pace of the
economy.

During the crisis period the price of crude
oil fluctuated between the 144.9 — 38.1 USD

range. In current volume of export (about
160.8 mln. barrel in January-November,
2009) of crude oil, every 10 USD/Barrel de-
crease in price costs Azerbaijan about 1.6
bln. USD.

Despite the fact that a considerable decrease
is observed in some macroeconomic indica-
tors of the Azerbaijani economy during the
crisis period, the country is still in a relatively
solid position compared to the other CIS
countries, even one of the leading countries
on GDP growth.

Lower demand and the resulting dramatic
fall in the world's oil prices by nearly 50%

Figure 6.2. OPEC Reference Basket Crude Oil price tendency over the last years (USD/Barrel)
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Note: The new OPEC Reference Basket (ORB), introduced on 16 June 2005, is currently made up of the following: Saharan Blend

(Algeria), Girassol (Angola), Oriente (Ecuador), Iran Heavy (Islamic Republic of Iran), Basra Light (Iraq), Kuwait Export (Kuwait),
Es Sider (Libya), Bonny Light (Nigeria), Qatar Marine (Qatar), Arab Light (Saudi Arabia), Murban (UAE) and Merey (Venezuela).

THE FINANCIAL CRISIS N D

TS IMPACT ON



Box 6.1

Main Macroeconomic Indicators of the Countries of the CIS

(January-September 2009 as % of January-September 2008)

Azerbaijan 106.1
Armenia 81.7
Belarus 99.7

Kazakhstan 96.8?

Kyrgyzstan 1029
Moldova 9229
Russia 88.2%
Tajikistan 102.7

Turkmenistan

Uzbekistan 108.0
Ukraine 84.19
CIS average * 97

Industrial production

105.0
88.6
95.5
99.0
88.5
75.7
86.5
90.0

86

c
o
=
O
-
©
)
—
o
o
>
=
>
o
—
)
<

(@]

29
98.7
1024
101.7
105.1
89.8
99.2
109.5

1033
1033
101

Capital investment

in fixed capital

102.2
127.0
575

80.5

128.3

56.3
82

Cargo transportation

99.3
104.8
94.1
88.7
106.7
40.8
77.

1148

70.2
81

Retail turnover

108.5
100.8"
1026
89.2"
103.0
953"
94.7"

110.1

1175
83.8

94

2563
5849
56.71
52.33
80.86
74.87
55.75
62.00

51.30
52.99

83.52
72.11
65.22
73.19
73.83
62.17
56.86

7591

4649

57.76

Source: Interstate Statistical Committee of the CIS, http://www.cisstat.com/eng/frame_macro.htm

Notes:

... data are missing (not presented)

* estimate

1) Excluding turnover of catering enterprises.

2) Index of industrial output for basic kinds of economic activities computed on the basis of the data on change in volume
of agricultural production, mining and quarrying, manufacturing industries, production and distribution of electric energy,

Industrial producer

price index

- | O | O
o O O
o |~

70.6
110.7
96.3
926
92.5

gas and water supply, construction, transport, retail and wholesale trade (in Kazakhstan - including communications).

3) January-June as % of January-June.

4) Trading organizations.

5) According to official publications, including Internet.

6) lll quarter as % of lll quarter.
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According to the CIS Interstate Statistics Committee, Azerbaijan recorded one of the high-

est GDP growth rates among the CIS countries in January to September in 2009, equaling

9.1%. Uzbekistan had the highest GDP in the reporting period — 8%, followed by Kyrgyzs-

tan — 2.9% and Tajikistan — 2.7%.

In the first 9 months of 2009, GDP in the CIS countries fell 9% overall in comparison with the

same period of previous year. Armenia had the largest fall, around 18.3%, while GDP fell

15.9% in Ukraine and 11.8% in Russia.

Azerbaijan and Uzbekistan are the only two CIS countries to have achieved growth in in-

dustrial production. from January to October, industrial output in Azerbaijan increased 5.0%

compared with the same period in 2008.

from their peak in March 2007 negatively im-
pacted national exports, which consist pri-
marily of oil products. The SOFAZ assets
decreased and are expected to decrease in
value by 17.6% as compared to the forecasts
of 2008 or by 29.5% as compared to the ac-
tual oil fund revenues in 2008.

As can be seen from Figure 6.3, in recent
years Azerbaijan's economy has been grow-
ing steadily and witnessed the highest GDP
growth rate in the World in 2006 (34.5%).
But, GDP growth rate in 2008 was almost
equal to the level of 2004, where the sus-
tainable growth period had just started. It
should be noted that the Government'’s
final figure for the 2008's cumulative GDP
was twice below the initially projected one
(actual 10.8% vs. expected 21%).”’

26 SSC. www.azstat.org

The Government projections consider real
GDP growth rate for 2009 at 12.9%?%. How-
ever, initial real figures from SSC indicate a
9.3% GDP growth for 2009 in comparison to
2008. Despite this slowdown in 2008-2009,
both in total and per capita GDP, the coun-
try is still ahead of many other countries in
terms of its economic growth, considering
the effects of the economic crisis.

Even a 9.3% real GDP growth rate represents
one of the highest growth rates in the world
for the past year. According to the Interna-
tional Monetary Fund's most recent Eco-
nomic Outlook, world real GDP growth is
projected to slow from 3.75% in 2008 to 2.2%
in 2009, with the downturn led by advanced
economies.

27 2008-2011 Major Macroeconomic indicators for Azerbaijan. MED, www.economy.gov.az
28 IMF's World Economic Report (October, 2009) prognoses 7.5% real GDP growth for Azerbaijan in 2009.



Over the last years, as a result of inflow of oil
revenues, the Government of Azerbaijan in-
creased the state budget expenditures in
order to support the modernization of the
economy by improving outdated infrastruc-
ture and by adjusting the low public sector
salaries and pensions to more meaningful lev-
els.? However, in the State budget for 2009,
the consequences of the global economic cri-
sis are clearly observed. The total public
spending for 2009 reached 12,355 million
AZN. The rapid growth rate that was charac-
teristic for state budget figures during recent
years slowed down in 2009. Thus, if budget in-
comes in 2006, 2007 and 2008 increased by
88.29%, 49.2% and 74.5% compared to previ-
ous years respectively, it was only an increase
of 16.1% in 2009. Furthermore, dependence
of the state budget on oil revenues increased

further with oil taking up 65.4% of all revenues
in 2009 as compared to 62.4% in 2008 and
61.3% in 2007. Moreover, as a result of falling
oil prices in the world markets, the percent-
age of transfers from the SOFAZ to the state
budget increased to 4,915 million AZN (40.4%
of total budget incomes). The government
compensated the budget deficits through the
increased transfers from the SOFAZ. 92.4% of
SOFAZ expenditures were transfered to the
state budget in 2009, 29.3 percentage points
more than in 2008. The increased state budget
dependence on oil revenues had a negative
impact on the non-oil sector. The decrease of
revenues from the non-oil sectors proves the
dependency of the budget on oil revenues. If
the correlation of non-oil budget revenues
and the share of the non-oil sector of GDP was
32% in 2007, in 2009 this was 42.5%.

Figure 6.3. Azerbaijan’s real GDP growth rate (in percentage)
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29 Between 2006 and 2008, the Government more than doubled the wage bill and social transfers.
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In 2009, 26.2 % of the state budget expendi-
tures or 2763.0 mIn. manats were spent on
financing social measures (science, educa-
tion, health, social protection and culture),
which was 4504 min. manats, or 19.5 %
higher than in 2008.

Given the large dependence of the state
budget on oil revenues, the downward trend
in growth has trickled down further. The Gov-
ernment has not planned any increase either
in the minimum salaries or pensions for 2009.
This is in contrast with the increase in mini-
mum salaries in previous years (2004-2007).

According to the information provided by
the Ministry of Finance on the implementa-
tion of the State Budget in 2009, the fore-
casted income was 12177.0 million mantas,
whereas actual income was 10325.9 million
manats, which was 436.8 million manats, or
4.1% less than the income in 2008. The share
of social expenses in the state budget
amounted to 3276.9 million manats, or 26.5%
of budget expenditures, which was 744.2
million manats, or 3.6% more than in 2008.
The increased amount of educational and
health expenses were allocated to the 30%
salary growth of the employees in these sec-
tors, as well as for the current program ex-
penses. Budget calculations of National
Budget Group experts show that the in-
crease of educational expenses by 1% will
lead to the increase of quality of education
by 0.13%. The quality indicator for this calcu-
lation was the “medium score” for entrance
exams. The increase of health expenses by
1% leads to the improvement of “total sick-
ness” indicator by 0.1%. One of the reasons

for this was the increase in registration of
sicknesses in the recent years.

Due to the impact of the global food crisis,
the Government has declared the develop-
ment of agriculture as one of the priority
areas and this is reflected in the 2009 budget.
Agricultural expenses increased by 44% in
2009 (388.2 million AZN). A considerable part
of this was directed to the state support on
agriculture. These measures include the in-
crease of subsidies to agricultural producers
and implementation of the “State Program
on Reliable Food Provision for the Popula-
tion”. This will result in the fact that subsidies
will increase at a higher rate than the in-
crease in agricultural production. The share
of subsidies in the expected agricultural pro-
duction will be more than 5% in 2009. The
prospect of joining the World Trade Organi-
zation increases requirements for complying
with the WTO standards on subsidies. It
should also be stated that a considerable
part of the agricultural expenses will be di-
rected to melioration (50.2%).

Mostly as a result of expansive fiscal policy,
the level of inflation was relatively high in
recent years. It reached 16.7% in 2007 and
20.8% in 2008. In 2009 the inflation was
only 1.5%.

According to the CBA, between December
2007 and December 2008, the manat appre-
ciated 14.7 % against the US dollar, but the
real effective exchange rate appreciated 26.7
% against the US dollar*® The real apprecia-
tion of the currency makes the non-oil sector
less competitive.



In 2008, the average profitability of manage-
ment of the SOFAZ funds was 3.79%, whichis
0.7% lower than in the previous year. Due to
the global economic crisis, SOFAZ decided to
reduce up to 8% of projects managed by for-
eign companies. This was motivated by the
fact that the average profitability of funds
managed by foreign companies was equal
to zero in 2008, whereas the Fund itself man-
aged to gain 3.79% average profitability.

By January 1 2009 compared to January 1
2008 reserves of SOFAZ increased 4.3 times
and reached 9 bIn. AZN (11.2 bIn. USD). But
the Fund has had to transfer 4.9 bin. AZN to
cover the expenses of the State Budget,
which in turn consists more than 50% of the
Funds reserves. Additional transfers could
eventually deplete the Fund. No statutory
limits exist on transfers from the Fund to the
state. Decisions in this regard rest with the
President. The Fund'’s revenues are made up
from the difference between the budgeted
or projected price for oil and the actual price.
Consequently, if oil prices fall below 70 USD
per barrel, SOFAZ will not receive revenue
next year.

The financial market in Azerbaijan is practi-
cally equivalent to the country’s banking sec-
tor. Insurance and stock markets are in the
development phase and for this reason, in-
surance companies or the stock exchange
are negligible. The focus of the banking sec-
tor is lending to the domestic economy.
Today, the banking sector consists of 46

banks, including one state-owned bank (In-
ternational Bank of Azerbaijan) that holds
some 40% of the total banking assets. Only
seven banks have foreign majority owners
with 10% of banking assets. This is the low-
est share of foreign ownership among such
CIS countries as Ukraine and Moldova. Even
in comparison to the size of the domestic
economy, the Azerbaijani banking sector is
still small. The financial intermediation ratio
— a common indicator of the sector’s devel-
opment — measured by the ratio of total
banking sector assets to GDP, stood at 27%
at the end of 2008. This ratio is very low com-
pared with the 80% in Ukraine or 180% in the
Euro Zone, butitis similar to Georgia and Ar-
menia.

The global financial crisis has been accom-
panied with a liquidity shortage of the inter-
national financial markets and a dramatic
drop in the value of financial assets in 2008.
Despite the fact that Azerbaijan’s financial
sector is weakly integrated into the global
system, to some extent the financial crisis af-
fected the banking sector. Active operations
of banks in recent years, as a result of the
economic boom in the country over the past
years, were somewhat supported with for-
eign financial means as well. As the terms
and conditions of foreign borrowing grew
more stringent in 2008, the refinancing and
liquidity risks also increased. The global fi-
nancial crisis impact on the world’s financial
markets in 2008 had an impact on foreign in-
vestors' relations and attitudes towards the

30 According to CBA, in first 10 months of 2009, appreciation of manat fell, in comparison to December, 2008 the manat de-

preciated by 2.8 percentage points and real effective exchange rate appreciated by 9 percentage points.
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financial institutions in Azerbaijan. This in
turn affected the abilities of banks to draw re-
sources from foreign financial markets.

According to the CBA, in 2008 the banking
system’s portfolio did not experience any se-
rious negative changes. Although the bank-
ing sector’s indicators were very satisfactory
in 2008 as compared to 2007, the pace of de-
velopment was not high. In 2008, total bank
assets increased by 52.7% (for comparison,
78% in 2007), equity — by 47.8% (93% in
2007) and loans to economic sectors — by
53.5% (98% in 2007). The ratio of bank assets
to GDP rose as compared to the beginning
of the year, from 25.1% to 27%; the ratio of
equity to GDP increased from 3.8% to 3.9%;
loans to economic sectors to GDP rose from
17% to 18.4%.

In Azerbaijan’'s banking sector, foreign bor-
rowing remained small with a share of total
liabilities (21.6%) and is only slightly higher
than the banks'total equity, which is 20.3%.
As international financial markets continue
to recall funds, this figure is likely to go down
over the course of the year.

As a result of the global financial crisis, Azer-
baijan’s banks reduced or stopped lending?
to households and enterprises, which initially
resulted in stagnation towards the end of
2008 and was followed by a sharp decline in
crediting since January 2009 (the figures de-
creased from 7 billion AZN to 6 billion AZN),
totalling a decline of 1 billion AZN. This

amount of 1 billion AZN corresponds exactly
to withdrawals of US-dollar deposits from the
corporate sector over the course of the first
quarter of 2009. Obviously, stringent lending
policies of banks forced the corporate sector,
which was short of finance, to withdraw de-
posits in order to survive and keep the busi-
ness going. This situation indicates that
corporate savings behaviour is likely to be
driven by real economic motives, not by dis-
trust in the banks.

In 2008, according to SSC, compared with
the previous year, individual deposits in-
creased by only 29.6% (in 2006 and 2007, this
figure, respectively, was 65.7% and 79.2%),
but again indicating a continued confidence
in the sector.

However, according to the data from Statis-
tical Bulletin No.3 (109), 3/2009 of the CBA,
people converted one third of their savings
from Manat term-deposits into US-dollar
term deposits. This indicates a certain distrust
in the stability of the local currency as a her-
itage of crisis during collapse of Soviet Union
(but not distrust in the banks). However, the
Government of Azerbaijan did not carry out
a devaluation of the national currency.

Though the Government of Azerbaijan did
not announce particular stabilization pack-
ages similar to those introduced in other oil
and gas producing countries such as Kaza-
khstan, the Central Bank of Azerbaijan took
several steps to minimize the global financial

31 Most influenced was the automobile market, where vehicles are basically purchased through bank credits. Also, due to the

suspension of the bank credits, businesses in the construction sector, where 60% of the investment came from bank cred-

its were forced to suspend or stop their business.



crisis'impact on the domestic economy. In
November 2008, the CBA supported Uni-
bank (Azerbaijan’s third largest bank) with 62
million USD, in an attempt to help the bank
meet 87 million USD in debts owed to inter-
national creditors by the end of 2008. More-
to CBA
additional 116 million USD was provided for

over, according information,

repayments in the first half of 2009.

Besides the direct financial support to banks,
the CBA in 2009 has considerably loosened
monetary policy to stimulate economic ac-
tivity. By February 2009, the CBA decreased
its prime lending rate from 8% to 5% -- the
fourth in a series of decreases since the be-
ginning of the crisis. The CBA has eased its re-
serve requirements on domestic liabilities
from 12% to 0.5% in the period of the crisis
and decreased discount rates from 15% to
2%. This was meant to allow commercial
banks to earn money to increase their lig-
uidity, at least for a short period. The de-
creased reserve requirements injected 350
million AZN into the local banking system.

By the first four months of 2009, the Central
Bank had spent 1.2 billion USD, or approxi-
mately 20% of its reserves®, to buy Manat and
keep the local currency exchange rate stable
amid the decline in the oil price, and to help
stabilise the country’s financial sector. In the
third quarter of 2009, as the liquidity and fund-
ing situation for Azerbaijani banks tightened,
the Central Bank stepped in. According to the
Central Bank, it provided stabilization measures
worth more than 500 million AZN.

32 CBAinformation by the December 31, 2008, www.nba.az

The consequences of the crisis — delayed re-
payment of bank credits, withdrawal of de-
posits and recall of foreign borrowing -
could aggravate the banks need for money
even further. This already led to a decreased
liquidity in the local banking system.

The CBA estimates that it is necessary to im-
plement flexible macroeconomic regulations
for the protection of the non-oil sector, em-
ployment and profitability level. For this rea-
son, it is necessary to conduct further
macroeconomic policy to ensure stability in
subsequent years.

Along with the banking sector, the global
economic crisis has had a negative effect on
Azerbaijan's non-oil sectors, particularly on
steel production. All three of the country’s
largest steel and metal producers — the Baku
Steel Company, Baki Poladtokme JSC and
DHT Metal JSC - have suspended their activ-
ities during the crisis period. Sales volume fell
by half in November 2008, while the prices
for raw materials and finished products de-
creased by 20-50%.

One of the fastest growing non-energy sec-
tors — real estate — was also hit by the crisis.
Apartment sales in Baku, the center of Azer-
baijan’s property boom, fell by 20% in Sep-
tember-November 2008 compared with
June-August 2008, according to the State
Real Estate Registration Service. Prices for
overall Azerbaijani properties have de-
creased by 10 to 15% since August 2008.
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Similarly, the retail car market, a prime indi-
cator of consumer confidence, has begun
to shrink. The number of private cars in
Baku has surged in recent years, increasing
by 250% since 2005, according to the Min-
istry of Interior. A 40% sales decrease is ob-
served for different car models. One of the
major reasons for this decrease are the high
bank interest rates (22-24% per year) for the
credits.

Due to the negative effects of the crisis, such
as suspension of credits, lower demand and
lower exports, companies were not able to
continue their operations profitably and
thereby tax income decreased. For example,
the collection of tax revenues for January-
October of 2009 in comparison to the same
period of 2008 has decreased by 4.5%. In
comparison, the figure for 2008 was 67.2%
more than for the previous year.

One of the major channels of transmission of
the economic and financial crisis is the re-
duction of foreign direct investment. 2008
was marked both by an increase in the vol-
ume of domestic investments, due to the ex-
pansion of the implementation of state
funded infrastructure projects, and a slight
decrease in FDI to the country (16.3%). Ac-
cording to initial data from the SSC, during
the first 11 months of 2009 a 18.8% decrease
in total investments was observed in com-
parison to the same period of 2008. For a bet-
ter understanding of the impact of the
financial crisis, it should be noted that in
2008, a 38.8% decrease of total investments
(about 9 bIn. AZN) was observed in compar-
ison to 2007.

Another concern with the declining incomes
of people is the amount of remittances com-
ing from the relatives of people working
abroad, particularly in Russia. The initial fig-
ures show that remittances are dreasing. Ac-
cording to the CBA, during the period of
January-September of 2009, the total
amount of current transfers (remittances)
in the balance of payments was equal to 1.33
bln USD, 68% (904.0 miIn USD) of which was
inflow to the country. 93.6% (846.1 mln USD)
of these inflow transfers were addressed to
individuals. In general, surplus of current
transfers was equal to 478 min. USD.

In comparison with the same period in 2008,
a 3.9% decline in total amount of current
transfers, a 15.4% decline in inflow transfers
and a 15.9% decline in transfers to individu-
als was observed. Obviously, this is a conse-
quence of the impact of financial crisis on
the neighbouring countries, especially on
Russia, where most of the Azerbaijanis work-
ing abroad are located. But, at the same time,
decreases in the transfers from abroad affect
living conditions of the families that receive
remittances. Many people in Russia are un-
able to continue their employment and end
up earning less than before. However, remit-
tances from Russia continue to flow into the
country in the post-crisis period, even if in
smaller amounts. Today, some experts argue
that there are some remittances in the op-
posite direction, from Azerbaijan to Russia,
because entrepreneurs engaged in business
in Russia had to sell their properties in Azer-
baijan to keep their businesses alive after the
negative effects of the crisis. In addition, the
shutting down of the Cherkezev marketplace



Table 6.1. Export of crude oil in 2009 compared to the same period of the previous year, in ab-

solute figures and amounts

. _ in thousand price, price,
Crude oil export in tonnes
usD USD/ton* USD/barell*
2009 278294594 11989737.7 430.83 68.50
2008 78085691.7 44170910.6 565.67 89.94
Source: SCC

Note: *- authors’ calculations

in Moscow, the major market place for Azer-
baijani emigrants, added to the negative ef-
fects of the crisis on remittances.

In 2008, the negative impact of the financial
crisis on the foreign trade was not ob-
served. But monthly reports of import-export
operations show a slight decrease in the vol-
ume of trade for the last quarter of 2008.

According to the information from the SCC
for Jan-Dec 2009, the country’s foreign trade
turnover reached only 20.82 bin. USD, in-
cluding imports of 6.12 bin. USD and exports
of 14.70 bIn. USD, versus the 54.92 bin. USD
total foreign trade turnover for 2008. Analy-
ses show that in this period Azerbaijan ex-
ported 2071 different commodities at 14.70
bln. USD, which is 69.22% or $33.106 bln.
USD less than January-December of 2008.
The country imported goods of 5854 differ-
ent commodities at the amount of 6.12 blin.
USD, which is 14.6% or 1.054 bIn. USD less
than the same period of 2008. A positive bal-
ance on import and export operations
amounted to 8.58 bin. USD against the 40.6
bln. USD for 2008.

There is almost a 69.2% decline in the
amount of exports, due to a circa fourfold
(72.9%) decrease in the volume of exported
crude oil and the fall of oil prices in the world
markets (see, Table 6.1). Huge declines in ex-
ports further affected the national economy,
especially, due to the slowing down of the
growth in GDP, affected state budget rev-
enues and reserves of SOFAZ.

In 2009, the largest export was in November
(1.605 bIn. USD) and the smallest was in Jan-
uary (694.489 million USD). This could be ex-
plained by the change of oil prices on the
world markets and by the effects of the crisis
by the end of the year. The largest import
was registered in December (669.7676 mil-
lion USD) and the smallest one in March
(401.5 million USD). This also could be ex-
plained by the slowing down of the effects
of the crisis by the end of the year.

In 2009, total exports comprised of: crude oil
- 81.57%, oil products — 10.09%, fruits and
vegetables — 1.31%, vegetable and animal
oils — 0.88%, ferrous metals — 0.70%, chemi-
cals — 0.23%, cotton — 0.12%, aluminium



0.08%, beverages — 0.08%, tobacco — 0.04%,
and other — 4.91%.

During the reported period, export of the
above noted products decreased compared
to 2008 in the following manner: crude oil -
72.86% (see, Table 6.1), oil products — 27.84%,
fruits and vegetables — 10.93%, ferrous met-
als = 55.3%, chemicals — 69.7%, aluminium
80.1%, beverages — 40.0%. The only increase
was observed in the export of cotton, to-
bacco and vegetable and animal ails, re-
spectively, 19.3%, 29.1% and 4.4%.

An analysis of the data from the SCC proves
that Azerbaijan's foreign trade, especially the
oil oriented exports, have been significantly
affected by the consequences of the global
economic and financial crisis. The high de-
pendency of Azerbaijan's exports from the
price fluctuations in the world markets,
again, shows the importance of diversifica-
tion of the non-oil sector and promotion of
non-oil exports.

Based on the results of the analyses, we should
come to the conclusion that the global eco-
nomic and financial crisis affected, although not
to a large extent, the economy of the country
through different transmission channels. As
demonstrated, different means and measures
have been utilized by the Government in order
to overcome the negative effects of the crisis on
the economy of Azerbaijan.

6.3. Impact of the crisis
on human development and poverty

As the analysis shows the negative impact of
the crisis on the economy, questions about
the human development and poverty impact
of the crisis in Azerbaijan are quite relevant.
As GDP growth rate slowed as a result of the
crisis, what are the effects on poverty, life ex-
pectancy, mortality, literacy rate and other
development indicators? It is very difficult to
monitor and analyze the impacts of the crisis
on these outcomes in the short term. It is
more viable and realistic to look at these im-
pacts in the long run, in order to better un-
derstand the trends and developments.

The Study carried out by B. Horvath, A. lvanov
and M. Peleah“Losing the gains: How the cri-
sis will impact human development in the
region”* that covers a database, which inte-
grates annual data covering the 1990-2008
period for 29 countries in Europe (including
Turkey) and the CIS, suggests that a one per-
cent drop in the growth rate of income is as-
sociated with a drop in life expectancy of
somewhat under two weeks in total** (the
loss was over two weeks for men). Also, the
authors suggest that the long-term impact
on income poverty is particularly significant.
When defined as the share of the population
living on less than USD 5/day, poverty is likely
to worsen across the entire region for at least
a few years. These results suggest that the

33 Development and transition#14 (December 2009), Published by the United Nations Development Programme and the

London School of Economics and Political Science, http://www.developmentandtransition.net/

34 The peak-tobottom elasticity estimates were higher, reflecting the longer periods spanned by the upswing and decline

episodes than the lag lengths in the econometric estimates. They suggest that the crisis could reduce the average life ex-

pectancy for men in the region by nearly six months.



numbers of people living below this level
could rise from below 30% of the region’s
total population to some 40% between 2010
and 2014 — implying that at least 50 million
people could be thrown into poverty as a re-
sult of the crisis. When defined as the share of
the population living on less than USD
2.50/day, these results suggest that the num-
ber of people living below the poverty line
could rise from 7% to almost 15%. This casts
doubt on prospects for meeting the first Mil-
lennium Development Goal (which calls for
substantial reductions in income poverty by
2015) for several countries in the region, un-
less double-digit rates of per capita GDP
growth quickly return, which does not seem
likely at present.

Based on the results of the mentioned study
we may come to the conclusion that a signifi-
cant share of the development progress made
since the late 1990s is in danger of being lost
and further more efforts are needed to be
concentrated in order to reach MDGs.

The global economic crisis affected the in-
comes of population and average nominal
monthly wages. The expected per capita in-
come in nominal terms will increase by 6.2%
in January-November of 2009 as compared
to the same period of the previous year’s. The
average monthly wage increase went down
from 24.3% observed in January-November
period of 2008 to 11.7% for the same period
of 2009. Given the current initial results, we
may argue that due to impacts of the global
crisis, improvements in people’s living condi-
tions have reduced considerably. At the
same time, it should be noted that the level

of poverty amounted to 11 per cent, 2.2 per-
centage points below the level of the previ-
ous year.

There is also a need for focused surveys, es-
pecially HBSs for a deeper understanding
and analyses of these impacts.
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VII. TRADE POLICY RESPONSE
TO THE GLOBAL CRISIS
AND POST-CRISIS RECOVERY

his Chapter elaborates national
trade policy responses in the peri-

od of the global crisis and provides
recommendations for national trade policy
actions aimed at improving Azerbaijan's eco-
nomic situation and human development in the
period of global economic crisis and post-cri-
sis recovery on the basis of development
trends of the national and global economy.

7.1. National trade policy responses
in the period of the global crisis

As identified in the previous chapter, the cur-
rent economic and financial crisis has and
still is having some adverse effects on the na-
tional economy. As a result, policy-makers
have to monitor and address multiple socio-
economic factors and plan their responses
for both the short to medium and long term.
It is necessary to carefully evaluate what
steps can either mitigate or aggravate the
impacts of the economic and financial crisis.

In this context, a special positive focus on for-
eign trade is definitely one of the factors
which require attention from policy makers.

Trade has been one of the major drivers of
the world economy’s growth surge in the last
decade. The sustainability of this trade-led
growth is now threatened due to the global
financial crisis. Historically, the growth of in-
ternational trade has in general exceeded
the growth of aggregate GDP. For instance,
because of the much higher growth rate of
international trade, during the period from
1995 to 2008 the ratio of global exports to
GDP has almost doubled (IMF). Similarly, as is
evident from the current crisis, when there is
a decline in economic performance, the re-
duction in trade is sharper than for GDP as a
whole. This shows the relative dynamism of
international trade and it should be consid-
ered that trade is the stimulus package avail-
able to a country like Azerbaijan and that it
has to be part of the economic recovery ef-
fort, for growth to be sustainable.

For many countries, the global financial and
economic crisis has confirmed existing anti-
globalization attitudes and has been re-
flected in opposition to more liberalized
trade. The intense domestic political pressure
in times of crisis makes it difficult for the
countries to fully maintain principles of lib-



Table 7.1/a Response to the Crisis: Recent Rising Protectionism in Developed Countries

Country

UK

Date

Jan-09

Sector

Auto-industry

Protection

type

Investment

Description

Low-interest loans (USD 1.4 bln).

USA

Dec-09

Auto-industry

Investment

Low-interest loans for General Motors,
Ford and Chrysler (USD 17.4 bin).

Feb-09

Construction

Trade

Buy American.: only US-produced iron,
steel and other manufactures can be
used for projects funded by the stimulus
Package (but applied consistent with US
International obligations).

Russian
Federation

Dec-08

Auto-industry

Trade

Raises custom duties from 25% to 30%

on all imported vehicles.

Investment

Low-interest loans for domestic automak-
ers (USD 6 bin).

European

Union

Dec-08

Imports

Trade

Imposes duties on preserved fruits (from
China) and on some iron and steel prod-
ucts (from Belarus, China and Russia).

France

Jan-09

Auto-industry

Investment

Low-interest loans in exchange for keep-
ing factories in France (USD 7.8 bIn).
Drops condition (Mars-09).

Japan

Mar-09

Auto-industry

Investment

Low-interest loans (USD 2.0 bin).

China

Nov-08

Exports

Trade

Restores GATT permissible rebate of indi-
rect taxes on exported goods.

Dec-09

Imports

Trade

Ban on Irish pork, Belgian chocolate, Ital-
ian brandy, British sauce, Dutch eggs and
Spanish dairy products.

Jan-09

Auto-industry

Investment

Consumer subsidies and reduction of
sales taxes (10% to 5%) for fuel-efficient
vehicles.

India

Nov-08

Steel

Trade

Raises tariffs on steel.

Jan-09

Chinese toys

Trade

Ban on toys imported from China.

TRA
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Table 7.1/b Response to the Crisis: Recent Rising Protectionism in Developed Countries

Sector

Country

type

Feb-09 | Aluminium

Protection

Trade

Description

Raises tariffs on aluminium imported

from China.

Feb-09 | Exports

Trade

Increases GATT permissible rebate of indi-
rect taxes on exported goods.

MERCOSUR

countries

Dec-08 | Imports

Trade

Raises the Common External Tariffs by 5

points on average.

Brazil Jan-09 | Imports

Trade

Reintroduces government licenses for 24
imported goods (wheat, plastic, copper,
iron, aluminium, transport equipment).

Source: author’s table on the basis of different sources of information: WTO, OECD, European Commission

Note: The list is a selection from the big list of measures and much more measures have been introduced that would fall under

this category.

eral trade regime. Policy makers today face
stakeholders (for the examples, see Table 7.1)
that are extremely sensitive to news of trade
barriers imposed abroad and that are de-
manding protection of domestic markets.
During a crisis situation, international trade
policy is one of the very few areas of com-
mon global interest. These include both the
domestic interested parties seeking inter-
vention and other countries that would be
affected by such an intervention. Therefore,
there is an immediate scope for action and
retaliatory reaction. At the same time, the
global financial crisis increases social pres-
sures and forces the governments to adopt
isolationist and protectionist policies.

Mainly due to the above mentioned factors,

most of the developed countries adopted a
number of protectionist measures during the

TRADE POLIC ESPONSE TO THE GLOB

crisis period (see Table 7.1). As it is seen from
the history of the development of the world
economy, such measures are only successful
in short-run and cannot be considered as a
way of competitive development of a national
economy. Luckily, however, the world still re-
members the great depression of the 1930s.
The protectionist measures by nations paved
the way for the depression of the 1930s with its
immense economic and social costs — in such
a situation there are no winners, only losers. At
present, with the complex supply chainsinin-
ternational trade, the consequences of pro-
tectionist policies are much more extensive
and the potential costs more widespread.

In the light of these developments, both at
the G-20 Leaders' Summit and the meetings
of finance ministers and central bank gover-
nors, participants agreed to fight all forms of



protectionism and maintain open trade. Fur-
thermore, the WTO initiated a monitoring
mechanism with its background reports that
contain information on both market open-
ing and market closing measures, as well as
measures, which provide support to domes-
tic industries in various ways. It should be
noted that many of the potentially trade re-
strictive and trade distortive measures have
been introduced in areas where WTO rules
are either weak or non-existent. This is in par-
ticular the case with regard to measures af-
fecting public procurement. Similar concerns
relate to the few measures identified as ob-
stacles to investment.

Although, new trade restrictive and distortive
policy initiatives have been implemented
since the start of the crisis, a widespread and
systemic escalation of protectionism has
been prevented thanks to the timely contri-
bution of the international community.
Some countries introduced trade promoting
measures during the crisis time (see, Table
7.2). According to European Commission and
WTO, 2009 has played a crucial role in slow-
ing down protectionist tendencies.

Countries around the world have responded
to the crisis through a variety of measures;
measures that often are linked to the level of
economic development and internal budget
considerations as well as other circum-
stances due to the specific export profile of
the respective countries. The emergence of
classical tariff increases, import and export
bans or quantitative restrictions on imports
or exports, which directly restrict and distort
trade, were implemented by different coun-

tries to different extent. At the same time,
stimulus packages (e.g. 'buy local' clauses),
export credits with the risk of becoming a
distorting type of subsidy, as well as more
complex behind-the-border measures, gov-
ernment procurement and number of other
measures were widely used by countries dur-
ing the crisis period.

As mentioned above, although the Govern-
ment of Azerbaijan has not adopted any in-
tegrated anti-crisis programme, different
means and measures have been utilized by
the Government in order to overcome the
negative effects of the crisis on the economy
of Azerbaijan. Obviously, the country’s huge
reserves for such a small economy con-
tributed to a timely response and overcom-
ing the adverse impacts of the financial crisis
within a short time. Due to these reserves,
the CBA carried out financially expensive pol-
icy measures (kept stable exchange rate of
the Manat, allocated credit injections to local
banks, decreased the discount rate, reduced
reserve requirements up to 0.5%, increased
state insured part of deposits from 6000 AZN
to 30000 AZN, and etc)) in order to keep the
financial sector stable; despite the economic
crisis, the Government adopted the State
Budget with a more moderate pace of fiscal
expansion, continued prioritizing and in-
vesting in infrastructure, the National Fund
for Support to Entrepreneurship did not stop
serving soft credits to the non-oil sector, the
Government adopted the State Food Secu-
rity Programme and the second phase of the
State Program for Socio-Economic Develop-
ment of the Regions was launched during
this period.



Table 7.2./a Trade promoting measures

Country

Argentina

Date

18/09/2009

Measure

Allows free imports to institutions related to scientific and technologi-
cal research.

8/09/2009

Suspended for 60 days the application of import licences for the fol-
lowing products: trade and advertising material, pictures-designs and
photographs, printed material in general, and electrical transformers

Egypt

20/08/2009

All import duties on sugar (raw and refined) have been abolished
until the end of December 2009.

Mexico

08/2009

Mexico consolidated the initiative to exchange of electronic certifi-
cates of origin with Colombia, by introducing the necessary modifica-
tions in their FTA.

09/2009

Further modifications to the External Trade legislation were published,
in an effort to further deregulate, simplify and reduce import and ex-
port procedures.

Russia

5/10/2009

Decree No. 803 establishes import duty of 0% (down from 10%) on
stamping machines with programmed numerical control and import
duty of 10% (the same rate) on other (stamping machines).

21/08/2009

Decree No. 696 establishes a zero percent duty on certain types of
medical equipment.

28/08/2009

Decree No. 700 introduces a zero percent duty on ceramics used to
produce catalysers (CAT) for cars.

19/08/2009

Decree No. 664 extends a zero percent import duty on certain types
of LCD screens (codes 8529 90 870 1 and 8529 90 870 2) for the pe-

riod of nine months.

5/10/2009

Decree No. 803 of 5 October 2009 effectively reduces the 10% import
duty on stamping presses numerically controlled with automatic
loading and unloading for stamping body parts, to 0%, and retains
the zero rate of import duty for the new CN code 8462 10 100 9
(Other). The measure is applicable for 9 months.

The Government extended a 0% import duty on certain types of
equipment for metal-processing industry.

Under

consideration

The Government is considering extension of a zero import duty for
panel for the equipment classified under CN code 8528.
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Table 7.2./b Trade promoting measures

Country Date Measure

Under

consideration

8802 40 009);

The government is currently considering establishing a zero-rate im-
port duty on the following types of aircraft:

— civil passenger aircraft with the capacity not exceeding 50 passen-
ger seats (CN codes 8802 30 000 2 and 8802 40 001);

— civil aircraft of an unloaded weight exceeding 120,000 kg (CN code

— civil cargo aircraft without cargo containers with the top takeoff
weight exceeding 370,000kg (CN code 8802 40 009).

Source: Fifth report on potentially trade restrictive measures in the context of the global economic crisis, November 2009, Eu-

ropean Commission.

The CBA took a series of steps to address
some liquidity shortfalls in the banking sys-
tem and to prevent signs of the crisis from
spreading. The CBA has implemented a sta-
ble exchange rate policy aimed at strength-
ening the stability of the banking sector. In
April 2008, the CBA started tightening lig-
uidity to slow down rapid credit growth and
strengthened prudential regulations and su-
pervision in order to counter banks' inade-
quate risks assessment and management
practices. When external and domestic lig-
uidity conditions reversed in October, the
CBA promptly reduced reserve requirements
and policy rates and signalled its willingness
to provide temporary liquidity to solid banks
that had been hit by the unexpected reversal
of inflows from foreign banks. By imple-
menting a well grounded policy, the CBA
managed to avoid a basket-induced depre-
ciation of the USD/AZN exchange rate.

The Ministry of Finance injected additional
capital in the largest state owned bank, thus

increasing the amount of resources available
to the system. The Government pursued a
flexible fiscal policy, as well as a prudent pol-
icy in mortgage loaning. Also, in order to
support insurance market stability during the
crisis period the Government has introduced
tax exemption to the part of the profit di-
rected to the capitalization of an insurance
company. Moreover, at the end of 2008, the
government gave profit tax exemptions to
commercial banks and insurance companies.

These are all steps that will support banks
and limit the need for a sharp contraction in
the availability of credit for the domestic

economy.

Brief monitoring of trade policies across the
globe during the crisis period and the experi-
ences of past crises force us to conclude that
open trade policies and the fight against pro-
tectionism is of great importance not only for
the every single economy, but also for the ben-
efit of the global economy. “Beggar-thy-



140

neighbour” policies that were implemented at
the beginning of the Great Depression in
1930s could not prove themselves as useful
measures to alleviate negative effects of the
crisis on the national economy and are con-
sidered as unsuccessful. Today, the world com-
munity recognizes the need to go beyond
focusing only on one's own national policies
and work pro-actively together® to address
the global financial crisis.

7.2. Recommendations for trade policy
actions aimed at improving economic
and human development

in the period of global economic crisis
and post-crisis recovery

The country’s measures to overcome the
global crisis, primarily in the context of mon-
etary policy and in support of the private sec-
tor, seem to have had a positive impact.
However, it is important to highlight that the
country’s financial reserves® are not endless
and given the economy’s dependency on oil
revenues, much will depend on real policy
arrangements the Government will employ
in the country during the global economic
and financial crisis period. Azerbaijan’s current
modernization efforts have to be geared to-
wards building foundations for greater diver-
sification and the sustainability of the

economy. The Government needs to act with
caution now and should use its financial re-
sources in a more sustainable way, above all
by diversifying the economy. This is of great
importance because the extractive sector it-
self does not contribute to large job creation,
thus, the economic well-being of major parts
of the population depend on diversified
growth. That may happen through boosting,
in the long run, development in the non-oil
sector, based on competitiveness and export-
orientation. Optionally, increasing state sup-
port to farmers and SMEs could be essential.
Considering the impact of the crisis, decreas-
ing annual interest rates of the soft credits
from National Fund for Entrepreneurship Sup-
port will support the national producers.

The efforts to develop the Special Economic
Zones (SEZs) in Azerbaijan should be accel-
erated. Established on well-grounded base,
it will ensure FDI inflow and new knowledge
and contribute to the development and en-
hancing the competitiveness of the non-oil
sectors (for details, please see the Chapter 2
of this Report).

Carrying out permanent market monitoring
by the MED —in order to avoid artificial price
increase in the domestic market that worsen
the well-being of population affected by the
crisis — is also of great importance.

35 This was very clearly enunciated for example by the US President Obama who said prior to the G20 meeting in London that:

“We are living through a time of global economic challenges that cannot be met by half measures or the isolated efforts

of any nation ...There is no line between action that restores growth within our borders and action that supports it beyond

... as we go forward, we should embrace a collective commitment to encourage open trade and investment, while resisting

the protectionism that would deepen this crisis’”.

36 Also, let's remember that, more effective planning should be realized through the application of a permanent oil income

model with fair and equal distribution of incomes between current and future generations.

TRADE POLICY RESPONSE TO THE G



Based on the analysis in previous chapters,
the government should continue its loose
monetary policy during the crisis period. In
order to ensure provision of a solid banking
system, the CBA has to raise the flexibility of
application of monetary tools.

As long as international capital markets re-
main parched, Azerbaijani banks will not be
able to tap onto external resources in order
to meet domestic demands for credit. Thus,
the already low financial intermediation in
Azerbaijan may be further reduced. Such a
decline in crediting the real sector — particu-
larly the non-oil sector — would be a nar-
rowed bottleneck for the development of
the non-oil economy. Such development
would constrain the country’s long-term
economic perspectives. That is why the CBA
should continue its efforts to create liquidity
for banks. The CBA may consider tax initia-
tives to commercial banks and reducing
obligatory reserve requirements up to a min-
imum as an anti-crisis measure. Introducing
broad tax exemptions approach may not be
appropriate in the current circumstances,
when lower economic growth and inflation
may already be reducing the tax revenue
flowing to the budget.

Obviously, banks in Azerbaijan will face new
risks arising from the impact of the global fi-
nancial crisis and domestic economic slow-
down. Strong supervisory vigilance by the
CBAis therefore critical. Reported capital ad-
equacy and liquidity ratios of the banks re-
main satisfactory and on average well above
minimum requirements.

The Government should enhance mort-
gage credits and stimulate construction
companies, insurance or appraisal compa-
nies and people’s purchasing power for new
consumptions. The other recommendation
of particular interest would be that credits
of commercial banks are insured so that
credit risks will ultimately go down and
rates will go down so that people can easily
take credits from banks (22-24% credit rate
is not adequate). However, the challenge
with such an option is that the insurance
market is not adequately developed, thus
creditors would insure their credits from
commercial markets.

The Government should continue its policy
of raising the amounts of deposits to be in-
sured. As economic conditions improve, this
policy can be extended to cover the insur-
ance of bigger deposit amounts to bolster
economic growth.

During the crisis period, the achievement of
trade development results depends crucially
on well-defined and focused broad national
policies that are implemented during the cri-
sis period and beyond. Trade has not been a
cause of the economic downturn, but it has
been impacted. Importantly, trade is part of
the solution because trade itself is an eco-
nomic stimulus and a multiplier. Azerbaijan
needs to keep mainstreaming trade into the
country's development strategies, particu-
larly during the crisis period. There is a spe-
cial need to be careful, because actions taken
in the area of foreign trade have major impli-
cations, which go far beyond the area of
trade alone.
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Of course, the type of trade policy measures
in crisis period mainly depend on the level of
economic development and internal budget
considerations as well as other circum-
stances due to the specific export profile of
the respective country.

How can trade policy help address the eco-
nomic crisis? By avoiding protectionist re-
sponses that would worsen global economic
prospects, the national trade policy may con-
tribute to the global efforts of recovering
from the crisis. International trade policy
measures to underpin open markets are
needed now more than ever. Greater pro-
tectionism would delay the adjustments
needed to respond to changing demands.
Ultimately, greater and more costly adjust-
ments would be required both within the
‘protected’economy and globally. By closing
borders or restricting markets, consumers
pay more, firms incur higher costs and be-
come less competitive, and choice is limited
—even in the short term.

While avoiding protectionism and opening
markets further are necessary responses to the
economic crisis, they are also insufficient. Jobs
will continue to be lost (like in the chemical
and steel industries) and some sectors will be
hit harder than others. Government policies
that provide temporary help for people who
lose their jobs and need to find alternative em-
ployment (financing re-training and upgrad-
ing, increasing unemployment benefits), along
with internationally coordinated fiscal and
monetary measures that restore confidence,
stability and growth in the global economy,
will be much more effective.

TRADE POLICY RESPONSE TO THE GLOB

Increasing trade facilitation and initiative
mechanisms, conducting market analyses
and information dissemination by the state
bodies, especially to non-oil exporters is of
great importance considering the conse-
quences of the global crisis to these ex-
porters.

Speeding up the WTO accession process is
essential: in light of the recent developments
in the world economy, accession to the WTO
may assist the country to stand against pro-
tectionist measures implemented by other
countries through WTO procedures.

The government's actions to address the ad-
verse impact of the economic crisis require a
coordination among the various agencies in
charge of economic policy decision and im-
plementation. More specifically, the govern-
ment needs to set up an operational
framework of coordination based on legal
and institutional arrangements, strengthen
cooperation among economic policy makers.



VIIl. CONCLUSIONS AND

POLICY MATRIX:

HUMAN DEVELOPMENT CHALLENGES

AND TRADE NEEDS

his chapter summarizes the re-

T sults, findings and recommenda-

tions made. At the same time, this

chapter draws out a policy matrix with con-

crete measures for implementation: i) for pol-

icy makers and ii) donor community. A matrix

of current donor commitments in this area in
the country is included as well.

Concluding the findings of the Study, this
part of the report is aimed at linking human
development challenges to trade policy and
other relevant policy opportunities. The fun-
damental idea is to utilize the potential of
trade and opportunities of trade policy to
tackle or at least support overcoming human
development challenges. For this reason,
trade policy goals and measures aimed at
these challenges are identified within the
framework of the study. Besides that, related
economic and supporting policies, which
have an indirect impact in addressing the
mentioned human development challenges,
but provide for important leverages in
strengthening trade and trade policy capac-
ities tackling these challenges, are identified
with the same purpose.

HUMAN DEVELOPMENT
CHALLENGES (HDCs)

The following main conclusions on policy
significance of human development chal-
lenge in Azerbaijan should be taken into
consideration when formulating policy pri-
orities aimed at human development:

HDC-1. Promote economic development
in the regions and across different non-
oil sectors in order to reverse inequality
trends between regions on HD.

HDC-2. Increase income generation and
create decent employment opportuni-
ties, especially for rural population and
vulnerable groups.

HDC-3. Ensure that vulnerable groups
are provided with decent social protec-
tion measures.

HDC-4. Increase investment in educa-
tion, health services in order to ensure
human capital of the future generation.
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HDC-5. Increase public investment in ac-
cessible, quality, and affordable private
utilities like, water (piped water), elec-
tricity and gas.

HDC-6. Improve housing conditions for
vulnerable strata of the population, es-
pecially IDPs and rural population.

HDC-7. Ensure protection of environ-
ment and health of population (control
over the quality of imported foodstuff).

As is seen, HDCs 1, 2, 7 can be directly im-
pacted by foreign trade policy of the coun-
try in the short run; at the same time HDCs
3,4,5,6are dependant on the long run re-
sults of trade policy, since they are affected
by the redistribution of incomes from trade
through the State Budget and/or the
SOFAZ. In any case, reaching all below
given Trade Policy Goals will help in over-
coming the HDCs in the short and long run,
directly and indirectly.

TRADE POLICY GOALS AND
HUMAN DEVELOPMENT CHALLENGES

The following trade policy goals are identi-
fied in order to tackle human development
challenges:
Mainstreaming foreign trade in such a way
that it will empower non-oil sectors -
strengthen export incentives and introduce
preferences for imports of intermediates for

non-oil sectors (esp., agriculture and pro-
cessing industry) — in order to promote eco-
nomic development in the regions and
across sectors (there is a need to assist the
government to prepare a long term devel-
opment plan of the country. Such a pro-
gram could help in further focusing and
prioritization of the activities of the national
government and international community).
Increasing productivity and competitive-
ness, full and efficient realization of com-
petitive advantages, extending export
potential and export promotion issues are
of great importance.

Enhancing decent employment opportu-
nities by creating favorable conditions for
establishing new businesses and protect-
ing local producers from import dumping
and unfair competition.

Maximizing benefits from the WTO acces-
sion® (see: details are provided below).
Ensuring smooth movement of goods
across border, reducing the cost of ex-
port/import of goods, strengthening mul-
timodal transportation, cool storage and
other facilities for improved market access.
Improving and promoting market access
support leverages (information centers,
disseminating information about pricing,
rules, conditions) for non-oil sector, espe-
cially the agriculture sector in order to in-
crease income generation opportunities
of rural population in regions.
Implementing relevant trade policy
measures and strengthening control and
test capacity aimed at avoidance of im-

37 Itis obvious that this Goal has a direct and indirect impact on all of the settled Trade Policy Goals. But the rationale here is

to pay special attention and focus on the importance of maximizing benefits from the accession process.



Table 8.1/a: Tying up Trade Policy Goals to Human Development Challenges

Human Development

Challenge

Trade Policy Goal

1. Promoting economic
development in the re-
gions and across differ-
ent non-oil sectors in
order to reverse in-

equality trends.

Mainstream foreign trade in such a way that it will empower non-oil
sectors — strengthen export incentives and introduce preferences for
imports of intermediates for non-oil sectors (esp., agriculture and
processing industry) — in order to promote economic development
in the regions and across sectors (the government needs to prepare
a long term development plan for the country).

Increasing productivity and competitiveness, full and efficient real-
ization of competitive advantages, extending export potential and
export promaotion.

Create favorable conditions for new businesses and protecting local
producers from import dumping and unfair protection.

Ensure smooth movement of goods across border, reducing the cost
of export/import of goods, strengthening multimodal transporta-
tion, cool storage and other facilities for improved market access.
Maximize benefits from the WTO accession.

2. Increase income gener-
ation and create decent
employment opportu-
nities, especially for
rural population and
vulnerable groups.

Increasing productivity and competitiveness, full and efficient real-
ization of competitive advantages, extending export potential and
export promaotion.

Improve and promote market access support leverages (information
centers, disseminating information about pricing, rules, conditions)
for non-oil sector, especially the agriculture sector in order to in-
crease income generation opportunities of rural population in the
regions.

Creating favorable conditions for new businesses and protecting
local producers from import dumping and unfair protection.
Maximizing benefits from the WTO accession.

3. Ensuring that vulnera-
ble groups are provided
with decent social pro-

tection measures.

.

Ensure continuing effective use of oil revenues to convert “black
gold”into “human gold”(human capital).

Improving monitoring of the impact of trade measures on govern-
ment revenues and better analysis of the impact of trade measures
on SMEs and employment, and inclusion of adjustment measures if

required.

NCLUSION S ND POLICY MATRIX fUMAN DEVELOPMEN
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Table 8.1/b: Tying up Trade Policy Goals to Human Development Challenges

Human Development Trade Policy Goal

Challenge

4. Increasing investment |+ Ensure continuing effective use of oil revenues to convert “black

in education, health
services in order to en-
sure human capital of
future generation.

gold”into “human gold”(human capital).

5. Increasing public in-

vestment in accessible,
quality, and affordable
private utilities like,
water (piped water),
electricity and gas.

Ensure continuing effective use of oil revenues to convert “black
gold”into “human gold”(human capital).

. Improving housing

conditions for the vul-
nerable strata of the

Ensure continuing effective use of oil revenues to convert “black
gold”into “human gold”(human capital).
Increased agricultural exports through the promotion of business

population, especially and export potential in rural areas and provision of better infrastruc-

in rural areas. tures to reduce the cost of export from rural areas.

7. Ensure protection of « Implement relevant trade policy measures and strengthen control

environment and and test capacity aimed at avoidance of import of low quality food-
health of population stuff and environmental risks.
(control over the quality

of imported foodstuff).

port of low quality foodstuff and envi-
ronmental risks.

- Ensuring continuing effective use of oil
revenues to convert “black gold” into
"human gold”(human capital).*®

38 This broad goal is selected with an aim that the mentioned “Black Gold-Human Gold” Strategy’s objectives are fully con-
sistent with the HDCs we set up above. The fundamental idea of this strategy is to focus on human development challenges
in the country. Obviously, and as noted, most of the Trade Policy Goals can not “directly tackle the challenge such as”en-
suring that vulnerable groups are provided with decent social protection measures. But this challenge easily lies under

the objectives of “Black Gold-Human Gold!



TRADE POLICY AND TRADE
FACILITATION MEASURES AIMED
AT TRADE POLICY GOALS

Azerbaijan carried out large reforms in its
foreign trade system, as one of the results of
these reforms, the share of world exports of
the country increased 3 times in recent years
and the MFN applied simple (9.2%) and im-
port-weighted (5.1%) tariff averages, which
were lower than in average lower-middle-
income country in 2007. Again, this increase
in exports from Azerbaijan is mostly due to
the predominance of natural resources,
which faced higher world prices in recent
years. At the same time, exports of non-oil
products increased as well. Despite this,
there remains a number of specific prob-
lems to be addressed. The implementation
of the following measures is vital to achieve
the trade policy goals that support human
development:

1. As noted, Azerbaijan’s trade policy is fairly
liberal and it requires some but not major
adjustments.

2. Today, the Government of Azerbaijan
does not have world class scientific-ana-
lytical research centers which could be in
a position to assist the government in
trade related analytical and scientific
works. There is a large need to draw at-
tention to capacity building of existing
centers, scientific institutions, as well as
NGOs specialized in trade related scien-
tific and analytical work. Furthermore, it
could be interesting to establish a re-
gional center focused on trade related is-
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sues of the countries in the region. Such
a center supported by the national gov-
ernments could be in a position to assist
the counties in further regional integra-
tion, trade facilitation and better cooper-
ation.

. Atthe same time, there is a need for con-

tinuous support to: i) research in estab-
lishing and developing competitive
clusters, ii) prefeasibility studies focused
on the realization of the potential of com-
petitive sub-sectors, iii) studies in identi-
fying potential investors, improving
investment promotion mechanisms, as
well as, reorganization and development
of innovation systems, development of
innovative sectors, and iv) analyses of po-
tential export markets, etc.

. Continuing and accelerating works un-

dertaken to modernize the customs leg-
islation. The adoption of a revised new
Customs Code - aiming at harmonizing
the customs legislation with the EU and
international provisions and standards,
including WTO requirements in areas
such as customs valuation, trade facilita-
tion and the security of the supply chain
—and its implementing provisions could
strengthen and advance the legal basis
of trade relations.

. With a view to transferring the current

multilevel customs tariffs system (0%,
0.5%, 1%, 3%, 5%, 10%, and 15%) to a
more simple system with fewer tariff lev-
els (0%, 5%, and 15%) and increasing the
transparency in customs-tariff regulation,
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itis necessary to accelerate the adoption
process of the List of “Customs Import
Tariff Levels for Goods Brought into the
Territory of the Republic of Azerbaijan”
developed by the State Customs Com-
mittee of the Republic of Azerbaijan and
submitted to the Cabinet of Ministers for

approval.

. There is a necessity to continue to reform

trade policies and regulations to comply
with WTO rules. As mentioned before, the
Government has started adjusting na-
tional trade laws to the requirements of
WTO according to the implementation of
the Presidential Decree No.1583 “On Ap-
proval of Action Plan on Adjusting na-
tional legislation to the requirements of
WTO in regard to accession of the Re-
public of Azerbaijan to WTO" dated Au-
gust 2, 2006. It is very important to carry
out the implementation of pending pol-
icy adjustment measures in order to fi-
nalize the adjustment to the laws before
the WTO membership. Another impor-
tant issue is to reform VAT so as to be as-
sessed on the basis of the ‘origination
principle; as per international practice,
and not on the basis of a ‘destination
principle] as is done at present.

. Reducing the customs payments of im-

ported intermediates, to strengthen the
competitiveness of the non-oil sector, is
very important. Many inputs, compo-
nents and intermediates in the produc-
tion of non-oil goods and agricultural
products need to be imported. Most of
these components are subject to a fifteen

percent tariff that increases production
costs and this has an impact on the
competitiveness of the product in inter-
national markets. An example is the
packaging materials imported for food
processing, like glass bottles. They are not
produced domestically and those that
could be imported duty free from Russia
and other CIS member countries are of
poor quality. If one adds other constrains
exporters of food-processing products
face, (expensive credit, lack of efficient
packaging facilities in the country, poor
and expensive energy supplies, high
transport costs to markets of destination),
then competitiveness of these exporters
in international markets decreases even
more. The available suspension schemes
and drawback mechanisms are unable to
reduce inputs costs for exporters and
should be reformed in order to increase
productive capacity and competitive-
ness. Thus, to some extent, the tariff
schedules paradoxically protect a non-
existent domestic production of com-
ponents and add costs to exporters. To
avoid this anti export bias different meas-
ures can be adopted. Specifically:

7.1 Review customs tariffs in a way that
intermediates for export-oriented
sectors, where domestic production
is nonexistent, received preferential
even duty free regime. Reducing or
even eliminating tariffs on interme-
diates, unless suspension schemes
and drawback mechanisms available
for exporters could be beneficiary in
this regard.
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7.2 Establishing Bonded Warehouses and
Special Economic Zones (SEZ) in vari-
ous locations of the country in accor-
dance with the respective legislation
and legal norms may grant access to
duty free imports by exporters, even al-
lowing for some limited re-processing
and packaging.

. Strengthening measures to improve the
business environment and streamline
customs administrations in order to en-
sure the successful operation of busi-

nesses in Azerbaijan.

. Valuation procedures will have to be
adapted to WTO rules. Documents and
goods clearance should be rationalised
and simplified. The system of post-entry
verification should be strengthened.

. Risk management techniques, as pro-
vided by international conventions and
standards promoted by the WCO, can be
further introduced to improve security at
the borders. For example, sampling in-
spection has been introduced at customs
houses, but the process needs to be im-
proved, with the ultimate aim to increase
the percentage of goods declared under
the green channel.

. It is recommended that the State Cus-
toms Committee introduces a post-clear-
ance audit system, as it allows customs
authorities to shift from a purely transac-

tion-based control to a thorough com-
pany-oriented control.

. An information access centre with the

hotline 192 was established at the State
Customs Committee to be used to dis-
seminate pertinent information on cus-
toms procedures and practices. This line
plays an important role in the dissemina-
tion of correct information on customs
procedures and practices in the broader
society by creating access to such infor-
mation. It is considered appropriate to
continue further works in this sphere.

. The country needs to invest in infrastruc-

ture (particularly for what concerns trans-

ports) and reform its institutional
framework. The separation between the
regulatory and the operative functions of
transport systems has to be considered
as a starting point. Some steps have been
undertaken in this direction, under the
SPPRED 2003-2005, but still the process
of transfering the State Caspian Shipping
into a joint-stock company is not com-
pleted and needs to be addressed. As for
investments, these are urgently needed
to upgrade railways, roads and ports. In-
vestments in the transport infrastructure
are one of the key issues to expand ex-
ports of non-oil products. Given the dis-
cussed landlocked geographical location
of the country, the infrastructural prob-
lem needs to be addressed at a cross-

country level.

39 At present all national and international investments are focused on the TRACECA corridor, crossing the Caucasus through

Azerbaijan and Georgia
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14. Implementation of specific infrastructural
investment projects, such as the estab-
lishment of pilot multimodal cargo facil-
ities, logistics centres, cold storage
facilities and modern border crossing
points are advisable in order to facilitate a
smooth and fast movement of goods
across borders.

15. Information and communication infra-
structure is below the standards and in-
adequate and needs to be upgraded.

16. In order to provide financial assistance
(credit) to exporters and importers, and
so to function as the principal financial in-
stitution to coordinate the different ac-
tivities of institutions engaged in

financing export and import of goods

and services with a view to promote the
country’s international trade, it is neces-
sary to establish an Export-Import Bank

in Azerbaijan.

17. Public-private cooperation is necessary
for export promotion and trade facilita-
tion reforms to succeed. A fruitful dia-
logue between the private sector

representatives and policymakers will

help to better define the real needs of the
market. It also improves transparency
and information flows and encourages
the search for viable and sustainable so-
lutions that follow economic criteria
without being sidetracked by political

considerations.

18. In the near future, the trade routes cross-
ing Azerbaijan will face even more in-

tense competition from existing ones
(China-Kazakhstan-Russia and emerging
transit routes). Azerbaijan must be atten-
tive in preserving its competitive advan-
tages and constantly strive to make it the
most trade and transit friendly country.
The country has started with investments
in the infrastructure, but the government
must increase the competitiveness of
Azerbaijan's logistics industry. Some spe-
cific measures could be considered:

18.1 Strive to make Baku a regional logis-
tic centre that may bring other value
added through which other activi-
ties such as various ancillary services,
re-labelling packaging and light pro-
cessing could emerge.

18.2 Reduction of transit fee could be
considered to increase the volume
of transit cargos through the trans-
portation corridors.

OVERALL BUSINESS ENVIRONMENT
POLICY MEASURES TO BE TACKLED

WITH AN INDIRECT IMPACT

ON HUMAN DEVELOPMENT CHALLENGES

The institutional framework governs many
aspects of the business environment beyond
those strictly related to international trade
needs and human development challenges.
But as it was noted earlier, this report finds
major shortcomings in all areas analysed that
have direct and indirect impact on human
development. The following issues raised
within the framework of our study are nec-
essary to improve the overall business envi-



ronment with a special emphasis on the de-
velopment of non-oil and export oriented
sectors. The recommendations presented
below are mostly aimed at facilitating trade
and enhancing the climate for the develop-
ment of export-oriented non-oil sectors. For
example, overcoming tax administration re-
lated challenges will yield a positive impact
on the economic development, either fo-
cused on export or not, and, in the long run,
will have an impact on human development
challenges in the country.

For the last years, promoting the non-oil sec-
tor has been a primary target for Azerbaijan.
Studies to identify sectors with export and
domestic market potential are presently
being carried out by international develop-
ment agencies, such as UNDP, WB, USAID
and GTZ. Our study of the comparative ad-
vantages of the non-oil sectors of economy,
in the framework of this project, also proves
that competitive sectors do exist in Azerbai-
jan. But, consequently, there is a need for
broad based interventions to improve the
business climate and foster non-oil sector
development.

The Global Competitiveness Report 2008-
2009, published by the World Economic
Forum, ranks Azerbaijan 69th out of 134
countries. Despite the fact that the country
reached a considerable GDP and export
growth over the last years, major barriers to
the country’s global competitiveness like in-
frastructure, health and primary education,
higher education and training, goods market
efficiency, financial market sophistication,
technological readiness, as well as business

sophistication and innovation hamper its de-
velopment pace. At the same time, this de-
velopment pace is mostly a result of the
development of the oil sector.

Recent reforms in the business environment
have played their role in attracting FDI to
non-oil sectors and increasing earnings from
foreign trade. Despite considerable achieve-
ments in attracting FDI and enhancing the
business environment, the following steps
have to be taken in order to strengthen the
business environment in the country:

1. Investments in fixed capital directed to
tradable non-oil sectors, such as agricul-
ture, processing and manufacturing have
to be increased. Specific preferences and
incentives (under Production Sharing
Agreements such incentives are in place
for oil sector) could be settled for the pur-
pose of attracting investments to com-
petitive non-oil sectors. The introduction
of a national SEZ regime could be a good
solution for this purpose. Although the
Government announced in 2003 its inten-
tion to create special economic zones,
there are currently no foreign trade zones
or free ports operating. More generally, a
national SEZ regime is also a shortcut to a
broader process of reforms and they iso-
late non-oil exporters from various obsta-
cles. This is especially important for exports
of resource-based products, like agro-pro-
cessing products, the competitiveness of
which depends on the effective function-
ing of the overall economy.

>OLICY MATRIX fUMAN DEVELOPMENT
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2. The company registration procedure in
Azerbaijan is rather transparent and a one-
stop-shop. At the same time, despite some
improvement in recent years, there is still a
need to strengthen measures to eliminate
delays observed in gaining the necessary
permits and licenses.

3. A quite low ranking of Azerbaijan in the
Fase of Paying Taxes criterion of the Doing
Business 2009 Report, is due to existing
bureaucratic obstacles in the tax adminis-
tration system and a high tax burden of
tax-payers shows a necessity to carry out
further reforms in this sector.

4. Azerbaijan has an agreement on avoid-
ance of double taxation with 39 countries
only. Non-existence of such an agreement
results in double or additional taxation
problems for companies. This problem has
to be addressed with all the partner coun-
tries in order to enable a good business
environment and attract foreign busi-
nesses to the country.

POST CRISIS RECOVERY MEASURES

TO BE IMPLEMENTED FOR TRADE
DEVELOPMENT AND WITH AN IMPACT
ON HUMAN DEVELOPMENT CHALLENGES

As noted in Chapter 7, the measures under
taken by the country to overcome the global
crisis, primarily with regards to monetary pol-
icy and in support of the private sector seem
to have had a positive impact.

1.

3.

5.

6.

The Government should continue its
loose monetary policy during the crisis
and post crisis period.

In the post-crisis period, the CBA should
continue the process of developing anti-
cyclic mechanisms and frameworks of
monetary and financial stability policy in
accordance with new global challenges
and by considering local conditions, as well
as the application of flexible monetary pol-
icy mechanisms depending on the indica-
tors of the economic cycle, the status of
macroeconomic and financial stability.

The works in creating SEZs in Azerbaijan
should be accelerated.

Continuing permanent market monitor-
ing carried out by the MED - in order to
avoid artificial price increase in the do-
mestic market that worsen the well-
being of population already affected by
the crisis - is also of great importance.

The Government should lower the inter-
nal market prices of oil products or at
least should adjust them to the world
market prices in order to remove the im-
balances between world market and
local market oil prices and to enhance
competitiveness of local producers in
global markets.

The Government should enhance mort-
gage credits and stimulate construction
companies, insurance or appraisal com-
panies and finally people’s purchasing
power for new consumptions.



7. The credits of commercial banks should
be insured in a more effective way. The
Government should continue its policy
of raising the amounts of deposits to be
insured.

8. The Government needs to keep main-
streaming trade in the country's devel-
opment strategies, particularly during a
crisis period.

9. Government policies that provide tem-
porary help for people who lose their
jobs and need to find alternative em-
ployment (financing re-training and up-
grading,

increasing  unemployment

benefits) should be much more effective.

10. Increasing trade facilitation and initiative
mechanisms, conducting market analy-
ses and information dissemination by the
state bodies, especially to non-oil ex-
porters is of great importance consider-
ing the consequences of the global crisis
to these exporters.

11. The Government's actions to address the
adverse impact of the economic crisis re-
quires coordination among the various
agencies in charge of economic policy
decision and implementation. More
specifically, the government needs to set
up an operational framework of coordi-
nation based on legal and institutional
arrangements, to strengthen coopera-

tion among economic policy makers.

12. Speeding up the WTO accession process
is essential: in the light of recent devel-

opments in the world economy, acces-
sion to the WTO may assist the country
to stand against protectionist measures
implemented by other countries through
WTO procedures.

AZERBAIJAN AND THE WTO:
MAXIMIZING THE BENEFITS
FROM WTO ACCESSION

Today, a major challenge facing Azerbaijan in
the near future related to trade is the WTO
accession. In order to comply with WTO rules,
the country will have to carry out reforms
(some are given in trade policy measures
part of the chapter) on a number of aspects
of the trade policy and regulation (tariffs,
standards and regulations, the custom valu-
ation approach, the Custom fee, VAT charges
etc.). Azerbaijan could probably negotiate a
transition period after accession before mak-
ing them effective.

At the basis of the analysis, we can conclude
that as a result of Azerbaijan’s entry into WTO,
the national economy will have greater op-
portunities to realize its comparative advan-
tages in the global international labor
division and be further integrated into the
world economic system.

Besides that, it should be taken into consid-
eration that only a limited number of prod-
ucts is capable due to the current product
conditions (obsolete equipment and tech-
nologies, incomplete restructuring of non-oil
industrial fields etc), to expand access possi-
bilities to foreign markets in the .

>OLICY MATRIX fUMAN DEVELOPMEN
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At the same time, it should not be forgotten
that the membership to WTO will lead to the
liberalization of the economic policy, includ-
ing the foreign economic policy as well as
the limitation — even partial — of the tariff reg-
ulation. Thus, the country will not be able to
do the following steps unilaterally: raise cus-
tom duties; quantity quotas or undertake
freely other trade policy measures. In the cur-
rent circumstances, this would limit the use
of some current trade policy instruments.
Since new ones can only replace them over
time, it isimportant to treat more attentively
the obligations which are assumed within
the WTO membership process, including tar-
iff obligations. By assuming excessively bur-
densome obligations, the country can
damage not only the possibilities of its prod-
ucts manufactured in the areas with great
development potential to gain access to for-
eign markets and the markets of developed
countries (if Azerbaijan were to accept limi-
tations on its market access to these mar-
kets), but worsen also the production
conditions of such goods at the local level.

The global contemporary practice shows
that the results of membership negotiations
with WTO can be more successful if they take
into account not only the interests of the cur-
rent advantageous areas of production, but
also those areas which have potential com-
parative development features. As it is noted
in previous the chapter, the Azerbaijani econ-
omy has potential comparative advantages
in the production of some products. This re-
quires protecting those areas from foreign
competitors in the first period of develop-
ment and the creation of relevant produc-

tion fields. While treating this issue, the prac-
tice of several countries (Finland is the best
example) shows the preference for a cluster
approach (besides the main production en-
terprises, there are also necessary auxiliary
areas for their development).

Consequently, one question of concern is
whether Azerbaijan should try to negotiate
higher bound tariffs than those effectively in
place, to grant itself some future room for ma-
noeuvre to protect domestic production. In
general, it is unlikely that a small country like
Azerbaijan would be allowed to negotiate
higher than actual bound tariffs, and it is not
obvious that this strategy would be viable.

Thus, while defining the membership obli-
gations of the country in front of WTO, it
would be more expedient to give preference
to the interest of producers of products and
their auxiliary derivatives that have potential
comparative advantages. In this case, it is
necessary to define tariffs at medium levels
for the production areas which are important
to food security, trade turnover and budget
revenues instead of high tariffs in this direc-
tion. As far as other products are concerned,
it is possible to lower or on some occasion,
liquidate their tariffs.

In contrast, Azerbaijan should make sure that
by entering the WTO its exports do not lose
the preferential market access to industrial-
ized countries, which they now enjoy in the
EU and in the US. Note that the WTO mem-
bership would allow for a permanent and
unconditional MFN status, which is at pres-
ent granted voluntarily by partner countries



and which could be easily suspended. More-
over, Azerbaijan should also make sure it pre-
serves its free trade agreements with the
other CIS countries, as regional trade, partic-
ularly with Russia and Kazakhstan is likely to
increase in the near future. Azerbaijan can
preserve its free trade agreements even after
WTO accession. There are exceptions in WTO
agreements, GATT Article XXIV and GATS Ar-
ticle V allow member countries to participate
in free trade agreements without giving the
same privileges to other WTO members.

At the same time, it is important to pay at-
tention to the following issues:

— Since the major source of income of rural
population is the agricultural sector (even
with its low productivity), protection of
this sector to a certain extent should be
achieved during the accession to WTO;

— Preparation of special development pro-
grammes should be considered for less
developed regions and sectors (which
have future potential);

— Supporting WTO accession by private sec-
tor actors can be ensured through involv-
ing the private sector in AfT efforts and by
strengthening measures motivating ex-
port growth;

- Also, the existence of over 1 million
refugees and IDPs facing socio-economic
problems should be considered as a spe-
cial condition to Azerbaijan during the ac-
cession to WTO.

As seen, the country’s national interests re-
quire to have a more targeted, consistent
and comprehensive work in the path of WTO

accession. This process envisages also speed-
ing up steps in restructuring and moderniz-
ing the national economy, as well as forming
the perfect system of state regulation of in-
ternal and external economic relations.

Finally, it is necessary to note that a special
focus by the international organizations
should be given to the monitoring and as-
sessment of the implementation of meas-
ures indicated in the Policy Matrix of the
Report. At the same time, further capacity
building for the government institutions is of
great importance.

There is also a need to coordinate donor’s ac-
tivities and avoid duplications within the
country.In some of the cases, different donors
implement almost the same activities within
their programmes under different project
names. It would be worthy to concentrate
these funds to other important issues.
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Evolution of main socio-economic
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Some comparative data on Human Development Index
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Annex 3: Major ILO conventions ratified by the Republic of Azerbaijan

Convention

Ratification

date

C11 Right of Association (Agriculture) Convention, 1921 19.05.1992
C13 White Lead (Painting) Convention, 1921 19.05.1992
C14 Weekly Rest (Industry) Convention, 1921 19.05.1992
C16 Medical Examination of Young Persons (Sea) Convention, 1921 19.05.1992
(23 Repatriation of Seamen Convention, 1926 19.05.1992
C27 Marking of Weight (Packages Transported by Vessels) Convention, 1929 19.05.1992
C29 Forced Labour Convention, 1930 19.05.1992
(32 Protection against Accidents (Dockers) Convention (Revised), 1932 19.05.1992
(45 Underground Work (Women) Convention, 1935 19.05.1992
C47 Forty-Hour Week Convention, 1935 19.05.1992
(52 Holidays with Pay Convention, 1936 19.05.1992
(69 Certification of Ships' Cooks Convention 1946 19.05.1992
(73 Medical Examination (Seafarers) Convention, 1946 19.05.1992
C77 Medical Examination of Young Persons (Industry) Convention, 1946 19.05.1992
(78 Medical Examination of Young Persons (Non-Industrial Occupations) 19.05.1992
Convention, 1946

C79 Night Work of Young Persons (Non-Industrial Occupations) Convention, 1946 19.05.1992
(81 Labour Inspection Convention, 1947 (and its Protocol) 09.08.2000
(87 Freedom of Association and Protection of the Right to Organise Convention, 1948 | 19.05.1992
(88 Employment Service Convention, 1948 11.03.1993
C90 Night Work of Young Persons (Industry) Convention (Revised), 1948 19.05.1992
C92 Accommaodation of Crews Convention (Revised), 1949 19.05.1992
C95 Protection of Wages Convention, 1949 19.05.1992
(98 Right to Organise and Collective Bargaining Convention, 1949 19.05.1992
C100 Equal Remuneration Convention, 1951 19.05.1992
C103 Maternity Protection Convention (Revised), 1952 19.05.1992
C105 Abolition of Forced Labour Convention, 1957 09.08.2000
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Convention Ratification
date

C106 Weekly Rest (Commerce and Offices) Convention, 1957 19.05.1992

C108 Seafarers' Identity Documents Convention, 1958 denounced

on 17.07.2006

C111 Discrimination (Employment and Occupation) Convention, 1958 19.05.1992
C113 Medical Examination (Fishermen) Convention, 1959 19.05.1992
C115 Radiation Protection Convention, 1960 19.05.1992
C116 Final Articles Revision Convention, 1961 19.05.1992
C119 Guarding of Machinery Convention, 1963 19.05.1992
C120 Hygiene (Commerce and Offices) Convention, 1964 19.05.1992
C122 Employment Policy Convention, 1964 19.05.1992
C124 Medical Examination of Young Persons (Underground Work) Convention, 1965 | 19.05.1992
C126 Accommaodation of Crews (Fishermen) Convention, 1966 19.05.1992
C129 Labour Inspection (Agriculture) Convention, 1969 09.08.2000
C131 Minimum Wage Fixing Convention, 1970 11.03.1993
C133 Accommodation of Crews (Supplementary Provisions) Convention, 1970 19.05.1992
C134 Prevention of Accidents (Seafarers) Convention, 1970 19.05.1992
C135 Workers' Representatives Convention, 1971 12.08.1993
C138 Minimum Age Convention, 1973 19.05.1992
C140 Paid Educational Leave Convention, 1974 11.03.1993
C142 Human Resources Development Convention, 1975 19.05.1992
C144 Tripartite Consultation (International Labour Standards) Convention, 1976 12.08.1993
C147 Merchant Shipping (Minimum Standards) Convention, 1976 19.05.1992
C148 Working Environment (Air Pollution, Noise and Vibration) Convention, 1977 19.05.1992
C149 Nursing Personnel Convention, 1977 19.05.1992
C151 Labour Relations (Public Service) Convention, 1978 11.03.1993
C154 Collective Bargaining Convention, 1981 12.08.1993
C159 Vocational Rehabilitation and Employment (Disabled Persons) Convention, 1983 | 19.05.1992
C160 Labour Statistics Convention, 1985 19.05.1992
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Convention Ratification
date

C182 Worst Forms of Child Labour Convention, 1999 30.03.2004

C185 Seafarers' Identity Documents Convention (Revised), 2003 17.07.2006

Ratified: 54 Conditional
ratification: 0

Declared applicable: 0

Denounced: 1

Source: http://www.ilo.org/ilolex/english/newratframeE.htm
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Annex 4: Licensing of Activities

No:

Type of Activity

Private security service

Executive Agency

Ministry of National Security of the Republic of
Azerbaijan (for ensuring self security of foreign
legal entities, or legal entities established by
foreigners or persons without citizenship, in-
cluding legal entities established directly or in-
directly by participation of foreign capital);
Ministry of Internal Affairs of the Republic of
Azerbaijan (in other cases)

2. Cartographic activity State Committee for Land and Cartography of
the Republic of Azerbaijan
3. Disposal and burial of radioactive and ion- Ministry on Emergencies of the Republic of
emitting substances Azerbaijan
4. Utilization and elimination of hazards of indus- | Ministry of Ecology and Natural Resources of
trial toxic wastes the Republic of Azerbaijan
5. Storage, processing and sale of waste from Ministry of Economic Development of the Re-
non-ferrous metals, industrial and factory public of Azerbaijan
wastes containing precious metals and stones
6. Sale of oil products Ministry of Industry and Energy of the Repub-
lic of Azerbaijan
7. Sale of gas products Ministry of Industry and Energy of the Repub-
lic of Azerbaijan
8. Medical activity Ministry of Health of the Republic of Azer-
baijan
9. Pharmaceutical activity Ministry of Health of the Republic of Azer-
baijan
10. Ethanol (alcohol) and alcoholic drinks (wine, | Ministry of Agriculture of the Republic of Azer-
cognac, vodka and other alcoholic drinks, the | baijan
list of which is identified by the Cabinet of
Ministers of the Republic of Azerbaijan):
10.1. Production
10.2. | Import
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Type of Activity

Executive Agency

103. | Sale Executive Powers of cities and rayons (except
for city rayons)
1. Tobacco products: Ministry of Agriculture of the Republic of Azer-
11.1. | Production aijan
11.2. | Import
11.3. |Sale Executive Powers of cities and rayons (except
for city rayons)
12. Processing, production, sale, purchase, import | Ministry of National Security of the Republic of
and export of technical devices for the illegal | Azerbaijan
procurement of information by persons and
legal entities not entitled to perform investiga-
tive activity
13. Water transportation of passengers and cargo | Ministry of Transportation of the Republic of
Azerbaijan
14. Air transportation of passengers and cargo State Civil Aviation Administration of the Re-
public of Azerbaijan
15. Communication services: Ministry of Communication and Informational
151, telephone (fixed-line) Technologies of the Republic of Azerbaijan
15.2. | cellular (mobile)
15.3. | radio trunk and wireless telephone
154. | installation of domestic telecommunication
channels
155. | installation of international telecommunica-
tion channels
156. | IP-telephony (internet-telephony)
15.7. | data transmission
15.8. | high-speed courier services
159. | 3-rd generation (3G) cellular communication | Ministry of Communication and Informational
services Technologies of the Republic of Azerbaijan
16. Design and production of information protec- | Ministry of National Security of the Republic of

tion devices

Azerbaijan
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Type of Activity

Executive Agency

17. Educational institutions: Ministry of Education of the Republic of Azer-
17.1. | pre-school educational institutions baijan
17.2. | secondary schools (including lyceums and
gymnasia), vocational schools and lyceums,
secondary specialized schools
17.3. | higher education institutions
174.  religious secondary specialized educational in- | Ministry of Education of the Republic of Azer-
stitutions baijan
17.5. | religious higher educational institutions Ministry of Education of the Republic of Azer-
baijan
18. Employment brokerage services for the em- | Ministry of Labour and Social Protection of the
ployment of Azerbaijani citizens abroad Population of the Republic of Azerbaijan
19. Banking activity: Central Bank of the Republic of Azerbaijan
19.1. | Banks
19.2.  non-banking credit organizations
19.3. | national operator of postal service Central Bank of the Republic of Azerbaijan
20. Activity of non-state pension funds Ministry of Finance of the Republic of Azer-
baijan
21 Insurance sector activities: Ministry of Finance of the Republic of Azer-
21.1 insurance activity baijan
212 |reinsurance activity
213 |insurance brokerage activity:
213.1 |insurance brokers - legal entities
2132 |insurance brokers — individuals
214 |insurance agent activity:
214.1 insurance agents — legal entities
214.2 insurance agents — individuals
22. Auditor activity Chamber of Auditors of the Republic of Azer-
baijan
23. Activity of commodity exchange Ministry of Economic Development of the Re-

public of Azerbaijan
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Type of Activity

Executive Agency

24, Activity of stock exchange State Committe for Securities of the Republic
of Azerbaijan
25. Activity of investment fund State Committe for Securities of the Republic
of Azerbaijan
26. Activity of professional participants of securi- | State Committe for Securities of the Republic
ties market (brokers, dealers, management of | of Azerbaijan
securities, identification of mutual responsibili-
ties (clearing), depositaries, maintenance of
registers of securities owners, organization of
trade on the stock market)
27. Printing and sale of all securities forms State Committe for Securities of the Republic
of Azerbaijan
28. Printing of financial reporting documents Ministry of Finance of the Republic
of Azerbaijan
29. Manufacture of seals and stamps of different | Ministry of Internal Affairs of the Republic
type of Azerbaijan
30. Tourism activity Ministry of Culture and Tourism of the Repub-
lic of Azerbaijan
31. Customs brokerage, customs transporter, pro- | State Customs Committee of the Republic
cessing of goods within customs territory and | of Azerbaijan
processing of goods out of customs territory
32. Establishment of customs warehouses and State Customs Committee of the Republic of
temporary detention warehouses, free ware- | Azerbaijan
houses and duty-free shops
33. Tele-radio broadcasting (television and radio | National Council on Television and Radio
broadcasting, additional data broadcasting, Broadcasting
cable network broadcasting, satellite broad-
casting, re-broadcasting via satellite of foreign
television and radio channels through the use
of coded equipment)
34, Collection of raw materials from wild pharma- | Ministry of Ecology and Natural Resources of
ceutical crops: the Republic of Azerbaijan
35. Transportation of passengers and cargo by Ministry of Transport of the Republic of Azer-

motor cars:

baijan
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Type of Activity

Executive Agency

35.1. intra-city (intra-rayon) passenger
transportation
352. | inter=city (inter-rayon) passenger
transportation
353. | international passenger transportation
354. | passenger transportation by taxies
355, |intra-country cargo transportation
356. | international cargo transportation
36. Import, export, transit traffic and production | Ministry of Health of the Republic
of precursors of Azerbaijan
37. Hotel and hotel-type facilities' operations Ministry of Culture and Tourism of the Repub-
lic of Azerbaijan
38. Transportation of hazardous cargo Ministry of Emergencies of the Republic of
Azerbaijan
39. Construction and exploitation of liquid and Ministry of Emergencies of the Republic of
natural gas industry facilities Azerbaijan
40. Mining and quarrying works, boring and Ministry of Emergencies of the Republic of
drilling Azerbaijan
41. Construction and maintenance of elevators Ministry of Emergencies of the Republic of
Azerbaijan
42. Construction and exploitation of attractions | Ministry of Emergencies of the Republic of
Azerbaijan
43, Construction, repair and maintenance of Ministry of Emergencies of the Republic of
power engineering facilities, equipment and | Azerbaijan
devices
44, Manufacture, construction and repair of Ministry of Emergencies of the Republic of
cranes, metallurgy equipment, boilers and Azerbaijan
tanks working under pressure
45. Diagnosis and other technical tests for equip- | Ministry of Emergencies of the Republic of
ment and technical devices exploited in facili- | Azerbaijan
ties with a hazard risk
46. Fire protection services to communitiesand | Ministry of Emergencies of the Republic of

entities on a contractual basis

Azerbaijan
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Type of Activity

Executive Agency

47.

Manufacture, purchase and testing of fire
fighting machinery

Ministry of Emergencies of the Republic

of Azerbaijan

48.

Installation, maintenance and repair of fire
prevention systems and facilities

Ministry of Emergencies of the Republic

of Azerbaijan

49.

Repair and maintenance of fire-fighter acces-
sories, prime fire fighting facilities and restora-
tion of quality of fire fighting equipment

Ministry of Emergencies of the Republic

of Azerbaijan

50.

Construction, reconstruction and mainte-
nance of fire fighting buildings, constructions

and premises

Ministry of Emergencies of the Republic

of Azerbaijan

51

Precious metals and gemstones:

51.1.

production (extraction of precious metals
from ores and concentrates)

51.2.

processing and use (manufacture and repair
of products, including jewellery and other
items of personal ornament made from pre-

cious metals and gemstones)

51.3.

turnover (wholesale and retail sale of precious
metals and gemstones, their products, includ-
ing jewellery and other items, as well as their
purchase from population)

Ministry of Finance of the Republic
of Azerbaijan

52.

Engineering research works of Class One and
Class Two buildings and constructions in ac-
cordance with the State Standards

Ministry of Emergencies of the Republic
of Azerbaijan

53.

Projection of Class One and Class Two build-
ings and structures

State Urban Planning and Architecture Com-
mittee of the Republic of Azerbaijan

54.

Construction and engineering works of Class
One and Class Two buildings and construc-
tions (except for houces and garden dwellings
up to 12 meters) in accordance with the State
Standards

Ministry of Emergencies of the Republic
of Azerbaijan

54.1

up to 40 meters of height

542

up to 65 meters of height

543

65 meters and higher
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Annex 5: International Investment Position of the Republic of Azerbaijan, min. USD

Outstanding Flows on opera- Outstanding
as of 01/01/2008 | tions within the re- | as of 01/01/2009

porting period and

other adjustments

A. ASSETS 14167.8 14380.7 28548.5
Direct investment abroad 4676.4 555.6 5232.0
Oil and gas sector 4619.3 464.7 5084.0
Other sectors 57.1 90.9 148.0
Portfolio investments 2299 320.8 550.7
Other investments 1882.3 2328.1 4210.4
Trade credits 1257.2 7271 1984.3
Loans 110.5 731.2 841.7

Monetary authorities - - _

Government 14.5 - 14.5
Banks 61.8 404 102.2
Other sectors 342 690.8 725.0
Currency and deposits 5146 869.8 1384.4

Monetary authorities - - _

Government - - -
Banks 514.6 863.2 1377.8
Other sectors - 6.6 6.6

Other assets - - -
Reserve assets 7379.2 11176.2 18555.4
B. LIABILITIES 15141.0 804.3 15945.3
Direct investment in Azerbaijan 6597.6 14.1 6611.7
Oil and gas sector 39993 -581.0 34183
Other sectors 25983 595.1 31934
Portfolio investments 203.9 -26.6 177.3
Other investments 8339.5 816.8 9156.3

VIIT. CONCLUSIONS AND POLICY MATRIX fUMAN DEVELOPMENT 1 9 7



Outstanding Flows on opera- Outstanding

as of 01/01/2008 | tions within the re- | as of 01/01/2009
porting period and
other adjustments

Trade credits 163.1 -120.8 423
Loans 6923.0 834.7 77577
Monetary authorities 100.6 -21.7 78.9
Government 14824 272.7 17551
Banks 1572.5 82.3 1654.8
Other sectors 3767.5 5014 4268.9
Currency and deposits 12534 1029 1356.3

Monetary authorities - - _

Government - - -

Banks 12534 102.9 1356.3

Other sectors - - -

Other liabilities - - _

C. NET INTERNATIONAL -973.2 13576.4 12603.2
INVESTMENT POSITION (A-B)

Source: CBA
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Detailed data on Investments

Annex 6

Total Investments
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Total investments to the fixed capital by sectors (mIn. AZN)
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Foreign Investments (mlIn. USD)
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Annex 7: Ballasa Index and Net Export Ratio

BALLASA INDEX - BALLASA INDEX - NET EXPORT
CRUDE OIL CRUDE OIL RATIO
INCLUDED EXCLUDED
Product Name AVERAGE | HAS | AVERAGE | HAS | AVERAGE | HAS

(2005-07) | RCA? | (2005-07) | RCA? | (2005-07) RCA?
129 | Meat/offal nes fr/ch/frz 0.111477 |NO 0.224519 |NO 03274 | YES
176 | Beef prepared/ 1.846651 | YES 3.828479 | YES 03916 | YES

presvd nes

371 | Fish, prepared/preserved | 0.851484 |NO 1.659815 | YES -0.0278 | NO
461 | Flour of wheat or meslin 1.601236 | YES 3.276103 | YES 0318 YES
541 | Potatoes frsh excl sweet 9.111735 | YES 18.757242 | YES 0.3081 | YES
544 Tomatoes fresh/chilled 4.814608 | YES 9.94982 | YES 0.9991 | YES
545 | Vegetables nes,frsh/chld 0529914 NO 1.100282 | YES 0.0105 | YES
548  Veg prod nes fresh/dried 1.768999 | YES 3.574669 | YES 0.9423 | YES
561 | Veg dried excl legumes 0.093841 ' NO 0.187327 'NO 0.0555 | YES
564 | Fruit/veg flour/meal nes 0.939194 | NO 1.802158 | YES -0.1433 |NO
571 | Citrus fruit fresh/dried 1416264 | YES 2.885233 | YES 0.711 | YES
574 | Apples fresh 9.14601 | YES 18.757748 | YES 0.8696 | YES
577 Nuts edible fresh/dried 12.310141 | YES 24917454 | YES 0.9571 | YES
579 | Fruit fresh/dried nes 4553527 | YES 9305146 | YES 09517 | YES
581 | Fruit jams/jellies/etc 0.604963 ' NO 1.235883 | YES 0.2961 | YES
589 | Fruit/nuts/veg prsvd nes 0.799086 | NO 1611337 | YES 0.8378 | YES
593 | Citrus fruit juices nes 0.230115 |NO 0472635 | NO 0,1896 | YES
599 | Fruitjuices nes/mixture 4.880743 | YES 10.089641 | YES 0,0361 | YES
612 | Cane/beet sugar nes 11.276846 | YES 23.203688 | YES 0,2528 | YES
741 |Tea 9.627849 | YES 20.065471 | YES 0,0834 | YES
811 | Hay/fodder, green/dry 0.048823 ' NO 0.102603 ' NO 0.883 | YES
812 | Fodder bran/by-products | 14.851702 | YES 31.29306 | YES 0.9815 | YES
910 | Margarines/fats/oils 8.693868 | YES 17.651084 | YES 0.5639 | YES
1122 | Cider/perry/mead/etc 0.149629 ' NO 0.342886 ' NO 0.566 | YES




BALLASA INDEX - BALLASA INDEX - NET EXPORT

CRUDE OIL CRUDE OIL RATIO
INCLUDED EXCLUDED
Product Name AVERAGE | HAS | AVERAGE | HAS | AVERAGE
(2005-07) | RCA? | (2005-07) | RCA? | (2005-07)
1124 | Distilled alcoholic 146142 | YES 3.064298 | YES 0.1647 | YES
beverages
1211 | Tobacco,not stripped 3.388626 | YES 6.888691 | YES 0.0507 | YES
1213 | Tobacco refuse 0.043971 ' NO 0.088561 | NO 0.3333 | YES
1222 | Cigarettes (tobacco) 1.718463 | YES 3.544232 | YES -0.7537 'NO
1223 | Manufactured tobacco 1.049389 | YES 2.100165 | YES 0.0806 | YES
nes
2111 | Bovine/equine hide raw 0411872 ' NO 0.911295 NO 0.9992 | YES
2112 | Bovine hides, whole, raw 0.77029 ' NO 1.554148 | YES 0.6667 | YES
2114 Goat/kid skins, raw 0.00022 | NO 0.000439 ' NO 0.3333 | YES
2116 | Sheep skin common 0.872324 ' NO 1.786199 | YES 0.8907 | YES
w/wool
2117 | Sheep skin without wool | 11.323016 | YES 23.175991 | YES 0.9995 | YES
2223  Cotton seeds 7.368728 | YES 15.148249 | YES 0.9456 | YES
2450 | Fuel wood/wood 0.0937 |NO 0.196586 | NO 062 | YES
charcoal
2481 | Wood railway sleepers 1.145228 | YES 2.604027 | YES -0.7436 | NO
2511 | Paper/board waste/scrap | 0.011722 |NO 0.023401 ' NO 0.3622 | YES
2614 | Silk worm 3.3895 | YES 6.830797 | YES -0.7805 'NO
cocoons/waste
2631 | Raw cotton, excl linters 7.825485 | YES 16.097618 | YES 0.9982 | YES
2632 | Cotton linters 3.849712 | YES 7.90981 | YES 0.7805 | YES
2633 | Cotton waste 0.703525 |NO 144338 | YES 0.0144 | YES
2732 | Gypsum etc for 1187477 | YES 2443657 | YES -0.3723 |NO
cement mf
2782 | Clays/refractory materl. 0.555778 | NO 1.150682 | YES 0.0062 | YES
2822 | Waste/scrap alloy steel 0.012836 | NO 0.024398 ' NO 03333 | YES

VI1l. CONCLUSIONS AND POLICY MATRIX: HUMAN DEVELOPMEN
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CRUDE OIL CRUDE OIL RATIO
INCLUDED EXCLUDED
Product Name AVERAGE | HAS | AVERAGE | HAS | AVERAGE | HAS
(2005-07) RCA? | (2005-07) RCA? | (2005-07) RCA?
2823 | Ferrous waste/scrap nes 0.003173 |NO 0.006355 | NO 0.3039 | YES
2852 | Alumina (aluminum 18.70447 | YES 39.104066 | YES T |YES
oxide)
2882 | Non- metal waste nes 0.020967 |NO 0.044639 | NO 0.9955 | YES
2919 | Animal materials nes 0.065326 |NO 0.133445 NO 0.2072 | YES
2924 | Pharmaceutical plants 1621966 | YES 3.318492  YES 0.9032 | YES
3330 | Petrol./bitum. oil, crude 8.220295 | YES T YES
3354 | Petrol. Bitumen/coke/etc 1.753826 | YES 3.637151 | YES 0.9095 | YES
3425 | Liquefied butane 1.242038 | YES 2.575103 | YES 0.9989 | YES
3510 | Electrical energy 1.156835 | YES 2.368379 | YES -0.4591  NO
4212 | Cotton seed oil 57.86201 | YES 119.721856 | YES 0.9971 | YES
4215 | Safflower oil 4222369 | YES 8.929463 | YES -0.1186 ' NO
4216 | Maize (corn) oil 18.676286 | YES 38.772599 | YES 0.1419 | YES
4229 | Fix veg fat nes not soft 14.342099 | YES 29.189315 | YES 0.8103 | YES
4312 | Animal/veg oil hydro- 19443355 | YES 39.82245 | YES 0.9429 | YES
genated
5111 | Acyclic hydrocarbons 0.718826 |NO 146787 | YES 0.9958 | YES
5121 | Acyclic monohyd 1.856027 | YES 3.84175| YES 0.5253 | YES
alcohols
5124 | Phenol/alcohols, 0.024538 |NO 0.049716 | NO 0.1399 | YES
derivatives
5161 | Ethers/peroxides/ 0.82933 |NO 1.710721 | YES -0462 ' NO
derivatives
5711 | Polyethylene 2421683 | YES 5.059792 | YES 0.7277 | YES
5741 | Polyacetals/polyethers 1.840956 | YES 3.892517 | YES 0.8699 | YES
5759 | Plastics, nes 2.219077 | YES 4610695 | YES 0.6414 | YES
5799 | Plastic waste/scrap nes 0.031026 |NO 0.066334 | NO 0.7532 | YES
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5813 | Reinforced plastic pipes 0.615505 |NO 1.269945 | YES -0.2082 NO
6114 | Bovine/equine leathrnes | 0.243051 |NO 04895 |NO 0.3988 | YES
6115 | Sheep leather w/ 0.187974 |NO 0.393383 |NO T | YES
out wool
6341 |Veneer sheets etc <émm | 0.212648 NO 0437367 |NO 04945 | YES
6513 | Cotton yarn nes 1.156198 | YES 2368374 | YES 0.9014 | YES
6515 | Synth.filyarn text.bulk 0.055538 |NO 0.115531 |NO 0.3199 | YES
6531 | Woven syn fil yarn fabrc 0.554203 |NO 1.157037 | YES 0.2971 | YES
6541 | Woven silk fabrics 0.288371 |NO 0614178 |NO 0.9141 | YES
6561 | Narrow woven fabrics 0.065211 |NO 0.136531 |NO 0.0409 | YES
6581 | Textile sacks/bags 7305896 | YES 15.126761 | YES 0.7973 | YES
6593 | Hand woven rugs 0.739289 |NO 1.548522 | YES 0.8371 | YES
6724 |Ingot/primary iron/steel 0.323868 |NO 0.684477 |NO 05145 | YES
6726 | Semi-fin 0.15037 'NO 0.322368 | NO 0.2467 | YES
iron/steel<.25%c
6727 | Semi-fin iron/steel 2.179543 | YES 4431576 | YES 0.1408 | YES
>.25%c
6733 | Cold rolled steel-3 0.080954 |NO 0.163033 |NO 0.2387 | YES
6768 |lron/ angle/shape/sect 3.043883 | YES 6.146523 | YES 0.1806 | YES
6791 | Iron/steel tube seamless 0.913267 |NO 1.933502 | YES -0.8537 |NO
6821 | Copper refined/ 0323723 |NO 0.664896 |NO 0.9949 | YES
unrefined
6823 | Copper rod/bar/profile 0311185 |NO 0.660727 |NO 0.3873 | YES
6825 | Copper plate/sheet/strip | 0.270049 |NO 0.554344 |NO 04103 | YES
6841 | Aluminum/alloys unwrt 3.129498 | YES 6440168 | YES 0.999 | YES
6852 | Lead/alloys worked 0.124285 |NO 0.271581 |NO 0.2449 | YES

CONCLUSIONS
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CRUDE OIL CRUDE OIL RATIO
INCLUDED EXCLUDED
Product Name AVERAGE | HAS | AVERAGE | HAS | AVERAGE | HAS
(2005-07) | RCA? | (2005-07) | RCA? | (2005-07) RCA?
7234 | Constr/mining 1.032701 | YES 2268351 | YES -0.3553 |NO
machin nes
7239 | Earth moving mach parts | 0.519995 | NO 1.060111 | YES -0.9093 NO
7423 | Concrete pumps 0.835434 | NO 1.627827 | YES -0.792 | NO
7427 Pumps/liquid 06512 |NO 1435543 | YES -0.8702 |NO
elevators nes
7442 | Pulleys/winches/ 0.610102 | NO 1323416 | YES -0.657 |NO
capstans
7917 | Rail/tram pass coach etc 0.007642 | NO 0.014525 ' NO 0.3333 | YES
7918 | Rail/tram freight/maint 0.874714 ' NO 1.886964 | YES 0.2877 | YES
7932  Ships/boats nes 0.999468 ' NO 2.104406 | YES -04183 |NO
7933 | Vessels for breaking up 1059111 | YES 22566927 | YES 0.3224 | YES
7935 | Special purpose vessels | 29437287 | YES 57394417 | YES -0.251 |NO
7937 | Tugs and pusher craft 3.763703 | YES 7.778348 | YES -04596 |NO
8731 | Gas/liquid/electr meters 0.721536 | NO 1482977 | YES -0.8814 | NO
8741 | Navigation/survey/ 0.58737 ' NO 1.202306 | YES -0.6621 |NO
etapp
8961 | Paintings/drawings/etc 0.012411 |NO 0.025277 | NO 0.2697 | YES
8963 | Original sculpture etc 0.046879 ' NO 0.102346 | NO 0.9985 | YES
8965 | Coins/nature collections 0.000424 ' NO 0.000897 | NO 0.2564 | YES
8986 | Recorded magnetic 3.586865 | YES 6.830518 | YES 0.0309 | YES

tapes
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