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Abstract

Azerbaijan is a young republic with a developing economy. Despite the efforts of government
programs and development of non-oil sectors in recent years, the oil sector is still the most
important sector of the economy. Improvement in the oil sector is the main source of the
developments in Azerbaijan’s economy. In this study, we present the role of the oil sector in
Azerbaijan’s economy, investigate the foreign direct investment in Azerbaijan oil sector and
analyze the costs and benefits of foreign direct investment in oil industry to the Azerbaijan’s
economy. After a broad literature review, it is found that foreign direct investment in
Azerbaijan oil sector results in some minor costs to economy such as crowding out, negative
wage spillover, profit repatriation and dual economy effect. On the other hand, foreign direct
investment in Azerbaijan oil sector has great benefits for the economy, especially in terms of
significant developments at macroeconomic indicators such as rapid increase in GDP. Adding
to economic growth, human capital contribution, competition level, technology transfer and
management and governance practices are some other benefits of foreign direct investment in
Azerbaijan oil sector in Azerbaijan’s economy.
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1. Introduction

The Republic of Azerbaijan is a young country founded after the collapse of the Soviet Union
in 1991. After gaining independence, the country faced some important issues such as
economic shortage and political conflicts with neighbors. Although the country has
established a democratic political structure and solved most of the political problems, the
country continues to have economic difficulties. In order to solve economic problems,
governments focused on rich oil reserves in the country. Azerbaijan has started to produce
and export oil, signed important agreements and developed pipeline projects. Especially after
the beginning of 2000s, the country experienced a great deal of economic development. The
government introduced programs to develop both oil and non-oil sectors. However, it must be
admitted that the oil sector is still vital for Azerbaijan economy. Public services such as
education, military, infrastructure etc. are financed by income from oil exports. Because it
depends on oil exports, the country strived to have a great deal of reserves. The rich oil
reserves attracted foreign investors to the country. With the contributions of the foreign direct
investment in Azerbaijan oil sector, economic indicators of the country improved as well. In
the study, the costs and benefits of foreign direct investment in oil sector on the Azerbaijan
economy are investigated.

2. Azerbaijan Oil Sector

After gaining independence in 1991, Azerbaijan has tried hard to apply liberalization and free
market economy. There have been various reforms for transitioning the economy to free
market economy. Establishing new economic system, it was unavoidable to use natural
sources in the Caspian Sea, with the country having to focus on the oil and natural gas
underneath. Governors made several steps for using natural sources in order to reach
economic targets (Aras & Suleymanov, 2012).

Proven recoverable oil reserves of Azerbaijan at the end of 2011 reported to be 7 billion
barrels (World Energy Council, 2013). In 2012, there was a production of 930,000 barrels per
day (bbl/d). Azerbaijan consumed 85,000 bbl/d of that amount. In 2012, Azerbaijan was one
of the top 20 oil exporters in the world. Azerbaijan has a long history of oil production and a
great significance in the development of oil sector in today's world (U.S. Energy Information
Administration, 2013).

Table 1 shows amount of oil and gas sector in Azerbaijan economy. It is seen as a fact that the
oil industry has vital importance for the Azerbaijan economy. The sector has great influence
on the economy, especially after political stabilization in the country and oil contracts signed.
All statistical data shows that Azerbaijan’s economy started to develop with the beginning of
the 2000s. From 2003 to 2009, as Azerbaijan started to seriously develop its oil and gas sector,
GDP growth averaged 16% a year due to strong investment in this sector. Strong oil and gas
production gains, high international oil prices and sharply higher public spending propelled
growth to an average of 27% a year between 2003 and 2009. Oil revenues even increased
more than predicted due to the spike in oil prices in world markets between 2005 and 2008,
leading the country’s currency reserves to reach 18 billion USD by the end of 2008 - twice its
foreign debt. The oil sector accounted for 42% of value added (of GDP), 90.7% of total gross
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exports and 83.9% of total foreign investment in 2009 (World Bank, 2012).

Table 1. GDP production in the section of oil and non-oil of economy (Volume of GDP, at
current prices, million manats)

Years Total GDP Oil-gas sector Percentage
2000 4,718.1 1,371.0 29.1%
2001 5,315.6 1,668.2 31.4%
2002 6,062.5 1,882.3 31.0%
2003 7,146.5 2,149.1 30.1%
2004 8,530.2 2,672.0 31.3%
2005 12,522.5 5,520.9 44.1%
2006 18,746.2 10,091.8 53.8%
2007 28,360.5 15,914.2 56.1%
2008 40,137.2 22,251.3 55.4%
2009 35,601.5 16,065.5 45.1%
2010 42,465.0 20,409.5 48.1%
2011 52,082.0 25,829.9 49.6%
2012 54,743.7 24,487.3 44.7%
2013 57,708.2 24,035.1 41.6%

Source: The State Statistical Committee of the Republic of Azerbaijan (2014a).

As it’s seen in Table 2, the oil-related products have the highest share in exports. The general
policy of Azerbaijan about the oil sector is selling oil, earning money and using that money
for social and economic development of the country. All data gathered throughout the study
also showed that Azerbaijan made great social and economic development thanks to oil
profits. In other words, Azerbaijan is using oil policy in a good manner. All those facts make
government to support foreign investment in oil sector.

Table 2. Exports of Main Commodities in 2013

Commodities Quantity Value (thousand USD)
Crude petroleum. thsd. tons 24,855 20,244,052
Diesel fuel. thsd. tons 1,084 865,353
Sugar. thsd. tons 2,493 243,642
Kerosene. Tons 252,920 233,300
Fresh fruits. Tons 173,239 173,311
Vegetable oil. Tons 36,992 110,009
Rough aluminum. Tons 54,304 81,882
Polymers of ethylene, in primary forms. Tons 65,572 75,810
Natural gas. mln. Cubic meter 3,035 70,980
Black oil fuel. thsd. Tons 228 60,127
Fresh vegetables. Tons 65,518 55,595
Other items 391,839

Source: The State Statistical Committee of the Republic of Azerbaijan (2014Db).
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3. Foreign Direct Investment in Azerbaijan

In general, foreign direct investment (FDI) is desired by most developing countries, and
governments prepare economic programs for fostering foreign direct investment in their
country. FDI provides an improvement opportunity for business and economy as a whole.
FDI is one of the driving forces in the integration of developing countries into the
globalization process. (Ilgun & Coskun, 2009) The interest to the FDI is especially
competitive among emerging and newly established countries, such as those of the former
Soviet Union (Festervand, 2011). Azerbaijan is one of these countries, with the rich oil
reserves that attract the foreign investors to the country. According to the State Statistical
Committee of the Republic of Azerbaijan (2014c), there is a great increase in the amount of
foreign direct investment in Azerbaijan. While the total amount of foreign direct investment
was 1,092 million USD in 2001, the amount exceeded 10,000 million USD in 2013. Figure 1
shows the growth in total amount of foreign investment in Azerbaijan in the last two decades.
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Figure 1. Total Amount of Foreign Investment in Azerbaijan

Source: Prepared with the data gathered from national statistics center of Azerbaijan

Western public and foreign investors see Azerbaijan as a predictable and responsible partner.
Azerbaijan has become a good destination for investors as a result of support of Azerbaijan
government. After restoration of its independence in 1991, Azerbaijan tried hard to take part
in the international community, and there has been an active policy of the country. That
situation was supported with increasing socioeconomic indicators (Information Digest, 2007:
72).

It is an accepted fact that foreign direct investment plays a crucial role for economic
development of a country. For that reason, countries try hard to attract foreign direct
investment. Azerbaijan has a successful foreign direct investment policy with low inflation
rates and other economic indicators. Adding contracts signed with other companies and
countries, Azerbaijan oil has become a good investment direction for investors (Pashayev,
2013). Several reasons may be claimed for increase in amount of foreign investment in
Azerbaijan. All in all, it is known that there is not a discriminative regime in Azerbaijan for
foreign investors. It is easy to make investment in Azerbaijan. Privatization and banking are
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open sectors for investors (Information Digest, 2007).

It must also be admitted that there are some problems faced during foreign investment as well.
For example, there is a serious problem about bureaucracy in Azerbaijan. Moreover,
corruption is also a problem seen in Azerbaijan. Nowadays, there are some measures to be
taken and Azerbaijan government has a great anti-corruption campaign (Rosenblum, 2011).

Despite Government of Azerbaijan’s desires to see foreign direct investment in country, some
people in the government do not consider it as a key factor for development. Laws have
always supported foreign direct investment in the country; however, there are some problems.
For example, predatory behavior of politically connected elites, corruption, weak legal
institutions and complex government bureaucracy makes it difficult to make investments
(Bureau of Economic and Business Affairs, 2013).

Other problems faced by investors are tax rates and access to finance. Three out of four
entrepreneurs experience difficulties while seeking financing. The limited availability of
credit funding, restrictive conditions, high interest rates and expensive processing of
payments make loans unattractive for entrepreneurs. Lack of financing to invest in new
technologies and equipment makes local entrepreneurs less competitive in terms of quality
than international suppliers (Ciarreta & Nassirov, 2012: 4).

4. Foreign Direct Investment in Azerbaijan Qil Sector

Foreign direct investment has always been important for the last decade for Azerbaijan
economy. Foreign direct investment, especially seen at hydrocarbons, is a vital contribution
of economic growth of the country with the support of public investment. Oil sector has an
important role in foreign direct investment in the country. It can be claimed that the decrease
in investment in oil sector may have resulted in decrease in foreign direct investment in
country (Center for Energy Economics 2003: 2).

An important portion of the foreign direct investment in the country focuses on oil sector.
Foreign direct investment in the country is mainly motivated by resource-seeking industries.
Global oil industry is an important investor in Azerbaijan. Despite the fact that oil sector is
the attraction point of foreign direct investment, it is impossible to claim that oil sector is the
sole factor of this situation. It will be beneficial to mention again that there is a good climate
in the country for investors supported by government programs (Frayne, 2012: 4). Table 3
shows foreign direct investment in Azerbaijan in last two decades.

According to primary data during 2013, the country received 10.5 billion USD foreign
investments from foreign countries and their companies, with 46.8% of them directed to the
oil sector (The State Statistical Committee of the Republic of Azerbaijan, 2014c).
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Table 3. Foreign Direct Investment in Azerbaijan Economy (Million USD)

Companies with
Total foreign Financial joint and foreign
direct investment credits Oil industry investment
1995 375.1 220.4 139.8 14.9
2000 927.0 262.9 546.1 118.0
2005 4,893.2 698.4 3,799.9 230.5
2006 5,052.8 983.5 3,422.3 368.4
2007 6,674.3 1,576.6 4,003.3 439.1
2008 6,847.4 2,357.9 3,350.7 494.1
2009 5,468.6 1,438.3 2,412.7 624.4
2010 8,247.8 3,405.9 2,955.3 659.6
2011 8,673.90 3,692.50 3,407.80 886.0
2012 10,314.0 3,135.5 4,287.8 1,094.5
2013 10,540.9 2,655.8 4,935.2 1,041.0

Source: The State Statistical Committee of the Republic of Azerbaijan (2014c).

The steady real exchange rate appreciation is another potentially hampering factor for
export-oriented FDI in the non-oil sector of the economy. If this real exchange rate
appreciation continues at such a pace, it is bound to have a negative impact on the export
competitiveness of services and manufacturing in the non-oil sector of the economy. This
would be a classical example of the so called “Dutch disease” and might constitute an
obstacle for future FDI into services and manufacturing that aims at building a
regional/global export platform in Azerbaijan (Giinther & Jinda, 2009: 10). Foreign direct
investment remains tightly concentrated in the oil and gas sector, and the attraction of FDI to
the non-oil sector remains one of the country’s most pressing tasks. However, this is not
facilitated by elements of the Dutch disease, such as appreciation of the national currency or
pervasive corruption (Bertelsmann Stiftung, 2012: 7). The government has worked hard to
reduce the impact of Dutch disease, setting up the State Oil Fund of Azerbaijan to preserve
macroeconomic stability and retain oil wealth for future generations. It has also implemented
a series of national poverty reduction programs and increased public expenditure in
infrastructure development, education and healthcare (International Labour Organization,
2012: 1).

5. Cost and Benefits of Foreign Direct Investment in Azerbaijan Oil Market

Foreign direct investment in Azerbaijan oil sector has great benefits for the economy,
especially in terms of significant developments at macroeconomic indicators such as rapid
increase at GDP. Adding to economic growth, human capital contribution, competition level,
technology transfer and management and governance practices are some other benefits of
foreign direct investment in Azerbaijan oil sector in Azerbaijan economy. On the other hand,
it is found that foreign direct investment in Azerbaijan oil sector results in some minor costs
to economy such as crowding out, negative wage spillover, profit repatriation and dual
economy effect.
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5.1. Benefits of Foreign Direct Investment in Oil Sector

As an oil exporting country, Azerbaijan has benefited from the oil boom over the past years,
and the government gained huge amounts of oil income and wealth. These huge numbers are
seen in export rates and government revenues as 92% and 74%, respectively. Due to the
decline of oil prices in 2008, Azerbaijan revenues fell down by 35% in 2009. To cover for this
economic deficiency, the government increased the amount of the yearly transfer from the
petrol fund to the government budget around 2 billion USD and was able to overcome
economic crises (Quliyev, 2014).

Oil sector is an attraction point of Azerbaijan in terms of foreign direct investment. Despite
some bureaucratic obstructions, unhealthy investment area and infrastructure constraints,
foreign direct investment in oil sector continued to grow (Economic Intelligence Unit, 2012).
On the other hand, many investors and authorities from Azerbaijan claim that Azerbaijan
there is a quality infrastructure, political stability, plenty of resources, Azerbaijan's hospitality
and being crossroads of Europe and Asia and all those make it easy to invest in Azerbaijan.
Economic indicators make Azerbaijan authorities right as there has been a gradual increase at
foreign direct investment in oil sector (Azam, 2010 and 2012).

5.1.1. Foreign Direct Investment and Economic Growth

There is a positive relationship between economic growth and foreign direct investment. That
relationship is important for both developing and developed countries. Economic growth of
host country is directly affected by FDI. New job opportunities, inflow of technology,
managerial know-how, marketing skills and many other aspects are developed in host country
thanks to experiences of foreign investors (Giirsoy, Sekreter & Kalyoncu, 2013: 519).. Not
only stabilization macroeconomic development, but also huge flows of foreign direct
investment are elements triggering growth in Azerbaijan economy.

According to Hiibner (2011), there is a positive correlation in Azerbaijan between foreign
direct investment and economic growth. The author expresses that there is a huge inflow of
foreign direct investment to Azerbaijan oil sector. Moreover, that amount of huge flow results
in being a catalyst for many other sectors. For example, finance, transportation, construction
and many other sectors are directly affected from foreign direct investment to Azerbaijan oil
sector. Investment promoting agencies and government in Azerbaijan are proud of declaring
that they paced a great development in terms of economic growth. They also express pride
about their success of attracting foreign direct investment. It is seen that the sharp economic
growth in Azerbaijan economy in the first decade of 21st century is affected from the amount
of foreign direct investment in oil sector (Hiibner, 2011: 3).

Giirsoy et al. (2013) studied the relationship between foreign direct investment and GPD.
This study investigates the causality between FDI and GDP by using Granger causality test
for Azerbaijan, Kyrgyz Republic, Kazakhstan, Tajikistan, Turkmenistan, and Uzbekistan over
the period 1997-2010. The ADF unit root test results indicated that Kyrgyz Republic,
Kazakhstan, Tajikistan, and Uzbekistan have different orders of integration. Therefore,
Johansen Cointegration test is applied to Azerbaijan and Turkmenistan. After finding a
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long-run cointegration relationship, the authors investigate causal relationship using Grager
causality test. It is found that FDI Granger causes GDP in the case of Azerbaijan. Therefore,
in the case of Azerbaijan, unidirectional causality exists (Giirsoy, et al., 2013: 523).

During 2009, there was an optimistic economic growth at Azerbaijan economy. The reason
for that optimistic prediction was smooth performances in the oil sector. In spite of the global
financial crisis and low global oil price, Azerbaijan’s economy saw relatively significant
growth. Both 2008 and 2009 were years of success in Azerbaijan’s economy. One of the main
reasons for this success was investment in the oil sector. There was a great decrease in many
other sectors. There was a decrease of 3.5 percent in agriculture sector as a result of
expensive inputs, water storage in agriculture areas, low credit facility and focusing on wheat
production solely. Moreover, there was a decrease at oil export as well. Both oil export and
oil machinery import decreased in that term. On the other hand, there was a great
governmental support and State Oil Fund made a high degree of public investment (Azam,
2012).

Investment in the oil sector in Azerbaijan affects many aspect of economy. For example,
foreign direct investment in the oil sector makes oil export rates higher. That has resulted in
high development of the reserves of Azerbaijan, especially after 2006. The importance of oil
export for reserves can be understood by observing amount of reserves in 2006 and 2008. In
2006, there was a great increase at reserves of the country. There was an increase of 51.4
percent at reserves in 2008 and it reached 6.5 billion USD. However, decline of oil export
resulted in a decrease of reserves. There was a decrease of 15.7 percent in 2009 and reserves
decreased to 5.18 billion USD. Moreover, there is an amount of 14.2 billion USD in the State
Oil Fund, meaning no problem about liquidity. At the beginning of 2013, the reserves in
Azerbaijan reached 29.1 billion USD and 22.7 billion USD of that amount belongs to State
Oil Fund (DEIK, 2013: 16).

5.1.2. Human Capital Contribution

Human capital contribution is one of the important benefits of foreign direct investment to
Azerbaijan. FDI makes a significant contribution to the host country about human capital.
Operations of foreign investors in the country provide benefit to the country both by
decreasing the unemployment and increasing the number of experienced workers. In
Azerbaijan oil sector foreign investors are giant international companies with high level of
experience and they transfer their experience to the national staff, resulting in well trained
staff. Work environment, wages and benefits of foreign investors make oil sector more
attractive to work. FDI companies make regular training programs to their employees and
transfer the experience to the staff via that way.

Despite the education level and high literacy level, Azerbaijan faces well-trained staff in
different business areas. There is a need for engineers with a high level of skill and
technologically advanced in different fields of business life. Foreign investment is a good tool
in Azerbaijan for training people. At the same time, Azerbaijan is a country where companies
spent less than in all other transition countries on research & development (R&D). Therefore,
per-capita foreign direct investment should be coupled with policies designed to facilitate the
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transfer of knowledge and technology between firms. The government could also set
incentive schemes for companies to invest more in its staff (education and vocational training)
and in R&D (Hiibner, 2011: 4).

In 2006, Azerbaijan Government prepared its “State Program on study of Azerbaijani youth
in abroad in the years of 2007-2015” (Ministry of Education of Azerbaijan Republic, 2009).
Up to 2015, Azerbaijan Government aimed to send 5,000 students abroad per year. In the
program’s last five years, it is seen that only 1,228 students were sent abroad per year. There
is still a need to send 3,772 students to abroad in accordance with the program targets
(Economic Research Centre, 2010; Begin Group, 2014). At that point, it must be mentioned
that there is not the expected amount of students going abroad directly for oil sector. The
main countries hosting those students are Germany, Russia, Great Britain and Turkey.
According to the statistics of the years 2010-2011, 40.8% of 2,055 of Azerbaijani students
have studied in Turkey, 24.7% in Russia, 6.6% in Great Britain, 5.4% in Germany (Begin
Group, 2014).

Considering the oil sector, BP has a role of supporting human capital in Azerbaijan with the
Community Investment Program (CIP) starting from 2002. One of CIP’s projects was the
Sangachal Terminal Expansion Program, aimed to enhance the capabilities of the local
workforce. At the end of 2013, the number of national employees increased by 3,216 (85%)
were BP’s professional staff. BP signed cooperation agreements with the State Oil Company
of the Republic of Azerbaijan (SOCAR) to work together to nationalize BP’s staff. The aim
of this cooperation is to develop professionals specializing in petroleum disciplines. BP and
its co-ventures help fund a lot of educational programs, aimed at training workers in the skills
and capabilities that oil industry will need in the future. BP and its co-ventures have been
supporting students with oil and gas scholarships since 2002. This program gives Azerbaijan
students a chance to continue undergraduate and graduate studies in engineering and
geosciences at universities in Turkey and Azerbaijan (BP, 2013).

On the other hand, Yildirim and Tosuner (2014) examined FDI and level of education
methodology for 1991-2011 in Azerbaijan, Uzbekistan, Kazakhstan, and Kyrgyz Republic
and could not find evidence that FDI supported the level of education in these republics. But
they also pointed out the contribution of the multinational companies (MNC) to the human
capital. MNCs generally promote tertiary education through sponsorship scholarship to
talented/gifted students, which they need for a qualified future workforce (Yildirim &
Tosuner, 2014).

5.1.3. Competition Level

Competition level has significant importance for development of a country. Productivity,
innovation, lower prices and many other factors make an economy strong. Foreign direct
investment supports all those aspects in an economy. Foreign direct investment contributes to
both factor productivity and income growth in host countries, beyond what domestic
investment normally would trigger. It is more difficult, however, to assess the magnitude of
this impact, not least because large foreign direct investment inflows to developing countries
often coincide with unusually high growth rates triggered by unrelated factors (OECD, 2002:
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In Azerbaijan, the main foreign direct investment sector is still oil. It takes nearly two-thirds
of total foreign direct investment. It is seen that there is an increasingly competitive
environment in the oil sector. Especially BP, a United Kingdom energy company, makes
investments in the Shafag-Asiman gas field and that investment has triggered many other
investments from other giant companies (OECD, 2002: 192).

Governments have some duties to develop foreign investment in order to increase
competition level. The banking sector is a good starting point for this. In Azerbaijan, to
establish a more competitive environment, the government should support a national banking
system. It should actively promote mergers and acquisitions among banks, especially with the
participation of foreign investors. If such reforms are successful, access to finance for
entrepreneurs at all levels (in general and especially in the form of better loan conditions)
would improve (Hiibner, 2011: 4). After increases in foreign direct investment, not only the
banking sector but some other sectors would face competition. For example, the agriculture
sector needs competitive environment. Increasing foreign direct investment is expected to
increase competitive level at agriculture industry (OECD, 2002: 192).

5.1.4. Management and Governance Practices and Technology Transfer

Globalization and regionalization are two important processes characterizing the present state
of world development. Azerbaijan has been confronting them with great effort. Using its
important geographical location and well-educated workforce, Azerbaijan has tried hard to
renew the Silk Road and Europe-Caucasus-Asia transport corridor (TRACECA) located in
Baku sponsored by European Union. The country is aware of the fact that management and
governance practices contributes to an economy’s great experience and new management and
governance perspectives.

Azerbaijan is ready to play a connecting role in realization of prospective transregional
projects, encouraged by international organizations. Cooperation within the framework of
international organizations constitutes one of the most significant guidelines of Azerbaijan’s
foreign economic policy. Azerbaijan is a member of more than twenty international economic
organizations and has observer status at the World Trade Organization (OECD, 2001: 3).

In Azerbaijan, increasing foreign direct investment forces local companies to develop their
technology and transfer technology from investing companies. To compete with more
qualitative foreign goods at the domestic market, local companies have to apply better
technologies. This is impossible without FDI and cooperation with leading MNEs on equity
and non-equity basis. Local companies acquiring advanced technologies and joint ventures
can replace import needs more effective manner. This is also could be justification and
necessary step for further export oriented manufacturing (Pashayev, 2013).

According to Hiibner (2011), in a diversified environment, foreign direct investment can
contribute to broad know-how and technology transfer, inclusion into the global economy,
and the development of the financial sector as one of the preconditions for further economic
stimulation. It usually contributes to wealth and job creation. And it can have an impact on
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educational levels and increase skills among the working population through training and
investments in research and development (Hiibner, 2011: 3).

In Azerbaijan, increasing FDI has led to some developments and projects in terms of
technology transfer. Some of those projects are as follows (Dobrinsky, 2012):

e World Intellectual Property Organization (WIPO) was requested to organize by the
State Committee on Standardization, Metrology and Patents of the Republic of
Azerbaijan in cooperation with the Committee a Regional Seminar on Technology
Transfer Issues.

e The Center for Technology Transfer has been established at the Azerbaijan State
University of Economics.

e AzDRES Energy Efficiency Improvement Project.

e Sumgait Technologies Solar Park.

e Demonstration project of hydroelectric power plant.
5.2. Costs Foreign Direct Investment in Oil Sector on Economy
5.2.1. Crowding Out

For a long time, it has been a significant debate whether foreign direct investments damage
the economy of the host country by crowding out domestic investment. There may be several
factors influencing the ability of domestic investors during their competition with foreign
rivals. First, it is difficult for domestic investors to compete with foreign investors without a
high level of technology and efficient operation (Acar, Eris & Tekce, 2013:2). Foreign
investors in oil sector are giant companies operating globally with giant budgets and
technology know-how.

In general, FDI does crowd out domestic investors, especially in the short term. Arbitrage and
FDI take advantage of government incentives and tend to concentrate on traditional rather
than high-tech industries. Because private enterprises often concentrate in traditional
industries, FDI can cause crowding. In private enterprises engaged in centralized and highly
competitive manufacturing applications, this kind of crowding out was obvious (Wu, Sun &
Yu, 2012: 1). Weak financial intermediation hits domestic enterprises much harder than it
does multinational enterprises (MNEs). In some cases, it may lead to a scarcity of financial
resources that precludes them from seizing the business opportunities arising from the foreign
presence (OECD, 2002: 10).

Farla, de Crombrugghe, and Verspagen (2013) prepared a study about this crowding-out
effect in some countries including Azerbaijan. The end of the study showed that effects of
FDI vary during different situations. In general, it is difficult for domestic investors to
struggle with giant companies.

On the other hand, Clemens (2008) argues that the crowding out effect in the oil sector of the
Azerbaijan economy is not important. A higher capital inflow from abroad is an external
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increase in capital stock with no influence on the consumption and saving decision. Thus, the
level of capital rises, but the steady-state value does not change (Clemens, 2008: 23).

According to Lerman and Sedik (2010), foreign direct investment in the oil sector is not
crowding out other sectors. However, those sectors do not perform as well as the oil sector.
One of the main reasons for that can be seen as the amount of people working in oil sector
and other sectors. Comparing with many other oil-producing countries, Azerbaijan does not
employ as many people as others (Lerman and Sedik, 2010: 58).

5.2.2. Negative Wage Spillover

Negative wage spillover is another important problem caused by foreign investors. As
described above, giant companies in oil sector have giant budgets and they are able to work
with qualified staff as a result of high salaries. Because of this, domestic firms hire
lower-quality staff. This situation results in many undesirable situations in productivity and
operations (Lipsey and Sjoholm, 2004: 3).

On wage spillovers, Gorg and Greenaway (2001) reported that panel data showed negative
spillovers, but cross-sectional data showed positive ones. The same paper found, with respect
to productivity spillovers from foreign-owned to domestically owned firms, only limited
evidence in support of positive spillover. Most work fails to find positive spillovers, with
some even reporting negative spillovers (Gorg and Greenaway, 2001).

Azerbaijan has recently started to be discussed about negative wage spillover effects of
foreign direct investment. However, this situation may be discussed in two ways. While
negative wage spillover is harmful for domestic investors, it is good for people working in the
country (Pamukcu and Taymaz, 2009: 3).

5.2.3. Profit Repatriation

Profit repatriation has always been an important topic for investors during foreign investment
choices. Companies always want to be able to take their money back home for several
reasons. For example, they want to be able to take their money back home when there is any
kind of instability in the host country. To attract foreign investors, countries are to make some
measures about that topic. The conclusion offers an interesting idea for developing countries
that seeks to attract FDI inflow and always allows free repatriation. This kind of point must
be taken into account by policy makers. However, FDI may result in other benefits such as
technology spillover or employment generation (Markusen, 1984).

Foreign investors generally focus on investment opportunities. For example, changes in
macro and micro economic indicators among the countries change investment plans and
applications. Companies are eager to have alternatives in various situations. While an
economic situation in a country may make an investor invest in that country; better
opportunities in another country may attract the investor more. Under those circumstances,
investors want freedom (Lundan, 2006: 42). Azerbaijan government gives investors a
guarantee of free profit repatriation (HLB, 2011).

According to World Bank (2014), Azerbaijan has a deficit in net income from abroad,
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essentially because of profit repatriation by foreign oil companies. Oil- and gas-related FDI
inflows narrowed the deficit on the capital account by 5% in the third quarter of 2013
compared with the same period in 2012. The ongoing investments to halt the decline in oil
production, along with new investments in the Shah Deniz gas field, increased FDI inflows
(World Bank, 2014: 36).

5.2.4. Dual Economy Effect

For some countries, it may be unavoidable to face a so-called dual economy during foreign
direct investment inflows. Especially in an underdeveloped economy, when host sectors show
great development as a result of FDI, the dual economy effect arises. However, FDI does not
affect the general growth of the country (Stanisic, 2008: 30).

Because Azerbaijan has been a good investment direction for investors in terms of its oil
sector, it may be expected to see a dual economy effect. The country is a good market for
investors because of its economic and politic stability. Up to recent years, it has been
observed that a dual economy effect was active in the country because of investment in oil
and construction sectors. Even today, despite the increase of non-oil sector, there is a lack of
employment, tax, and export at other sectors (ESO, 2013).

For the time being, it would be highly doubtful to assume that Azerbaijan could survive at its
current economic level without reliance on the oil and gas industry. While no changes are
needed immediately, the country cannot count on the fossil fuel sector in the mid-to
long-term perspective (Hiibner, 2011: 3).

5.2.5. Other Costs of Foreign Direct Investments

Another negative consequence of FDI is seen at problems seen at balance of payment.
According to Accoley (2003), the impact of FDI on trade, i.e., exports and imports, is
ambiguous. A horizontal FDI, for instance, theoretically induces a decrease in the host
country’s imports and, ceteris paribus, an improvement of its trade balance. This prediction
may not hold true if the inputs used by the foreign-owned firm are imported from abroad.
Furthermore, an FDI consisting of selling in the host country goods manufactured abroad, i.e.,
a vertical integration forward, will increase the home country’s imports. An FDI aiming at
extracting minerals or producing component parts may positively impact the host country’s
visible balance (Accoley, 2003: 19).

There are some other negative effects of foreign direct investments (Accoley, 2003: 21):

e Foreign direct investment may result in some unexpected problems that are hard to
measure. For example, political, social, structural and environmental disorders may be
observed in the country.

e The great majority of countries want to preserve their cultural properties. FDI activities
of giant firms may result in active participation in mass media, changing the cultural
properties of the society.

e FDI in manufacturing and mining sectors in developing countries can be the source of
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negative externalities affecting the local environment, e.g., pollution of air and rivers.
6. Suggestions

To reach targets and achieve better economic results in both other sectors and the oil sector,
the Azerbaijan government should take some steps. First, it must develop the benefits of FDI
in oil sector. Secondly, it must try hard to get rid of that FDI’s costs.

As mentioned, Azerbaijan has a list of incentives for foreign investors. Those incentives must
be enhanced and problems must be solved. For example, foreign investors need more support
in human capital. They also want to rely on economic and politic condition of the country.
Azerbaijan may take steps to explain that it has a stable economy. Moreover, there may be
organizations in different forums and countries to provide better information for potential
investors.

Another important point to be discussed is competition level. Competition in a sector
provides great benefits. According to a study of European Commission (2012), benefits of
competition can be listed as follows:

e Low prices for all: The simplest way for a company to gain a high market share is to offer
a better price. In a competitive market, prices are pushed down.

e Better quality: Competition also encourages businesses to improve the quality of goods
and services they sell — to attract more customers and expand market share.

e More choice: In a competitive market, businesses will try to make their products different
from the rest.

e Innovation: To deliver this choice, and produce better products, businesses need to be
innovative — in their product concepts, design, production techniques, and services.

e Better competitors in global markets: Competition makes companies stronger.

All those reasons demonstrate that Azerbaijan must get rid of hegemony of some well-known
firms. Government must promote all companies in the sector regardless of their nationality. In
other words, both foreign investors and national investors must be supported.

Azerbaijan must also minimize the costs of foreign direct investment. As described above, an
important cost of foreign direct investment on oil sector in Azerbaijan is crowding out. In
general, it is seen that foreign direct investments crowd out domestic investors, especially in
the short term. Arbitrage and foreign direct investment took advantage of government
incentives and tended to concentrate in traditional rather than high-tech industries. Because
private enterprises often concentrate in traditional industries, foreign direct investment can
cause crowding. In private enterprises engaged in centralized and highly competitive
manufacturing applications, this kind of crowding out was obvious (Wu, Sun & Li, 2012: 1).

To minimize it, small firms in the country must be supported, especially if their capital and
know-how capacity is low. Therefore, the government may need to support regional investors
in terms of money and experienced workers. For example, some experienced workers may be
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encouraged to work in regional firms by the government itself. This is also important to
minimize negative wage spillover.

In fact, Azerbaijan must take some steps to address its dual economy and profit repatriation.
It is not difficult to solve problems caused by those factors. However, both academics and
politicians must think about their effects. The following remedies may be suggested for
Azerbaijan:

e Better advertisement,

e Apprenticeship in multinational oil firms,

e Supporting competition,

e Investing not only capital but also technology,

e Supporting national firms in terms of crowding out (via encouraging skilled workers
to work in regional firms),

e Supporting regional firms in terms of wages.
7. Conclusion

This study demonstrates some important points about FDI and its effect on the Azerbaijan
economy considering foreign direct investment seen in oil sector. First of all, FDI is an
activity having great contributions for host country. It is usual to see that a country getting the
attention of foreign investors and getting high amount of foreign direct investment is likely to
develop in a short period of time. That kind of development is supported by high inflow seen
during foreign direct investment processes, decreased levels of unemployment, increased
export rates, and increased revenues.

Azerbaijan has had a sharp increase of economic indicators. There is significant development
at inflation rates, gross domestic product, reserves, and employment rates. Although the
country was an oil dependent economy fifteen years ago, there is an increase at non-oil
sectors as well. Agriculture, tourism, construction, trade, service, transport, communication
and financial service are some of the sectors in Azerbaijan having high levels of development
especially in the last decade. Thanks to the development of non-oil sectors and especially the
oil sector, there is a gradual increase of export rates. As a result of buying technological
machinery, there is also an increase at import level. However, high levels of export of crude
oil and gas makes export rates higher than import level. There are a great deal of reserves in
the country. Moreover, reviewing the literature shows that academicians, economics and
many organizations estimate that Azerbaijan economy will continue to develop in the future.
By the year 2020, people estimate that Azerbaijan will be one of the most important
economies in the world.

There may be several reasons for economic development in Azerbaijan. However, an
indicator shows similar trends with statistical data about the development of Azerbaijan
economy. It is the amount of foreign direct investment seen in the country. The Azerbaijan
economy started to develop especially after the beginning of 2000s. The amount of FDI in the
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country increased at the same time. Moreover, FDI in Azerbaijan mainly focuses on the oil
sector. The more FDI in the oil sector mean the more developed macroeconomic indicators in
the country. Consequently, it is easy to claim that foreign direct investment in oil sector has
positive effects on Azerbaijan economy.

Since there is a positive correlation between foreign direct investment and economic growth,
Azerbaijan must promote FDI in the oil sector. As described previously, foreign direct
investment in Azerbaijan oil not only has positive effects on macroeconomic indicators, it
also has effect on many other aspects of economy. For example, human capital contributions,
competition level, management and governance practices and technology transfers are other
benefits of foreign direct investment in Azerbaijan oil sector on Azerbaijan economy. On the
other hand, there are also some problems faced as a result of foreign direct investment in oil
sector. Crowding out, negative wage spillover, profit repatriation and dual economy effect are
costs of foreign direct investment in Azerbaijan oil sector to Azerbaijan economy. All in all, it
is easy to say that foreign direct investment in oil sector has great benefits for the Azerbaijan
economy.

Another important point is technology transfer. As an important benefit of foreign direct
investment, Azerbaijan must try hard to benefit from investors’ expertise, capability and
technology, and transmit them within the country.

Azerbaijan is a developing country. All developing countries face some similar problems.
One of those problems is an unskilled workforce. Thanks to foreign direct investment in the
oil sector, Azerbaijan is developing young, skilled workers. Those people work in
multinational firms and gain a great deal of experience thanks to those firms. As a result,
those people may work further at other companies and even for the government. Azerbaijan
can use that advantage in a good way. Firstly, Azerbaijan universities must pay more attention
to facilities concerning the oil sector. Secondly, those students must work in multinational
firms as apprentices for a long time before graduating from university. Thanks to working in
those firms, they will be able to learn many things about the business. That situation results in
good benefits both for investors and Azerbaijan itself.

Lastly, there is a shortage of studies about negative effects of FDI in Azerbaijan economy.
The previously mentioned costs of FDI to the Azerbaijan economy or oil industry must be
studied in great detail and suggestions must be prepared to get rid of or diminish these costs.
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