
                                         Analysis of Azerbaijan Oil and Gas Sector   
                                                             Name: Shahriyar Nasirov

                                                              PhD candidate in Economics, Phone: +34946017077. E-mail:  nasirov.shahriyar@ehu.es   
                                                 


The Republic of Azerbaijan is located in the south east of the Caucasus, and borders on Russia, Georgia, Turkey, Iran and Armenia. Throughout history, oil has been used as a leading mechanism in its political and economic life. Since Azerbaijan’s independence, oil has become the main political and economic factor for solving several national problems such as strengthening the country’s independence, defending its territorial integrity and especially providing economic development by attracting huge amounts of foreign investment. 
Following its independence from the Soviet Union in 1991, Azerbaijan experienced an economic recession, resulting in a decline in oil production due to conflict with Armenia over Nagorno-Karabakh, outdated technology, poor planning and lack of investment in new drilling and rehabilitation of existing wells. However, a successful oil and gas strategy implemented by the Azerbaijan government with the signing of the "Contract of the Century” in 1994 followed by a deal on the Shah Deniz gas field in 1996 led to an extraordinary volume of international investment flowing into the oil and gas sector. Azerbaijan has received $ 60 billion in foreign investment in its oil and gas sector over the past 16 years. The country’s oil and gas revenues are expected to reach $200 billion by 2024. Another important event took place in 2006 with the construction of the giant Baku –Tbilisi – Ceyhan (BTC) pipeline for transporting oil from Baku to western markets via the cities of Tbilisi and Ceyhan.This project practically put an end to the Russian monopoly on transportation of energy resources from the Caspian Sea.
This article is study of Azerbaijan oil and gas industry. It illustrates the business climate, the impact of this sector on Azerbaijan’s economy including role of SOFAZ and highlights recent developments in the energy production and the main concepts of Azeri PSAs. Meanwhile, the article establishes the government policy by indentifying several factors that influenced to attract foreign investment to oil and gas sector and examines significant challenges that still remain for further development of the country’s oil industry.

Section 2 presents an the impact of this sector on Azerbaijan’s economy including role of State Oil Fund (SOFAZ); How and whether the developments in the oil and gas industry has propelled overall economic growth? Wheather increased government revenues resulted in  an increase in overall investment in the economy  and thus contributed to the growth?
  Section 4 summarises the country’s prospects for energy production and consumption and energy transport routes.
 Section 5 analyses the type of oil contract known as a Production Sharing Agreement (hereafter, PSA), adapted to suit the Azerbaijan model; Why PSAs in Azerbaijan have encouraged foreign capital into oil industry. Is it because the PSAs in Azerbaijan are enacted into law, making investor s rights are not subject to any political risk of changes? What are disadvantages of such contractual system for host country?
 Section 6 outlines the government policy by indentifying several factors that influenced to attract foreign investment to oil and gas sector and examines significant challenges that still remain for further development of the country’s oil industry. Section 7 sets out some conclusions and suggests some avenues for further study in the future.
The creation of a stable legal framework in the energy sector and the provision of a predictable legislative and regulatory framework in oil con​tracts have been the biggest achievements of the Azerbaijani government in its strategy for attracting foreign investment to develop the oil and gas sector. Construction of one of the world’s biggest transportation projects, the Baku-Tbilisi-Ceyhan (BTC) pipeline, helped to eliminate transportation constraints and ended Russian control of transportation of energy resources from Caspian Sea. With the development of oil and gas projects, Azerbaijan has formed a long term goal of integration into the European and Euro - Atlantic zones.
Thanks to these achievements, total energy production has increased yearly almost three-fold from 27.9 million to 74.9 million oil equivalent mainly due to oil and gas production between 2002-2009 and Azerbaijan is currently enjoying huge oil revenues (expected to reach $ 200 billion in 2024). The assets of SOFAZ reached to $ 18.9 billion at the end of 2009.  Strong oil and gas production gains, high international oil prices, and sharply increased public spending propelled economic growth in the country. Under social transfer programs from SOFAZ and budget allowed the government to achieve success in reducing poverty through continuously increasing in the minimal salaries and pensions.
Despite the successes in the oil and gas sector, Azerbaijan faces several main challenges concerning further development of this sector and its role in the country. Non oil sector of the economy remains undeveloped and very fragile with significant obstacles (corruption, fiscal system and access to finance) impeding both domestic as well as foreign investment. The business environment is poor.  Although social transfer measures have reduced the poverty level, they do not automatically lead to sustainable poverty reduction. As far as oil revenues capture main part of state budget expenditures and such measures are effective for a short-term period.
Azerbaijan still lacks independent regulatory institu​tions, rehabilitation of petroleum refinery plants, resolution of the legal status of the Caspian Sea, laws and regulations such as oil legislation, pipeline legislation, and environmental legislation for the administering of oil and gas opera​tions. These issues remain the main challenges facing Azerbaijan in developing its oil and gas industry in the future. 

The oil and gas sector is the powerhouse of Azerbaijan’s economy and its already excessive dependence on this sector is increasing. The government needs to diversify the economy by strengthening services and the non-oil sector, to raise agricultural productivity, to invest in the electricity sector, to increase the effectiveness of public expenditure planning and, in a word, to implement a master plan to translate oil revenues into better lives for its citizens. 

Consequently, this paper attempted to illustrate the recent development in the petroleum sector in Azerbaijan by discussing achievements and challenges. However, given that Azerbaijan is running out of its energy resources and the country is at the historic crossroads between Europe and Asia, its involvement in regional energy projects can bring beneficial revenues for the country during long period. A further systematic research project analyzing further right energy policy settings by government is needed to illustrate this perspective.
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