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This study reviews Azerbaijan's fiscal policy implementation and discusses its changes before, dur-
ing and after the oil boom. Specifically, the period prior to 2005 is considered pre-boom, 2005-2014
is considered the oil boom and the years after 2014 are considered the post oil boom period. It is
observed that the country’s fiscal policy was only slightly expansionary prior to the oil boom but
highly expansionary during the oil boom. However, such expansion has not been sustainable due
to being financed mostly by direct transfers from State Oil Fund of the Republic of Azerbaijan (SO-
FAZ) and taxes on the oil industry. As a result, the post oil boom period is characterized by contrac-
tion in the form of sharply decreasing public expenditures and initiatives to increase tax revenues,
at least by preventing tax evasion. The expectations for the upcoming years include maintaining a
contractionary policy by both decreasing budget expenditures and increasing tax rates or tighten-
ing measures against tax evasion. This study helps understand the current and near-term future
fiscal policy challenges in Azerbaijan.
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1. Introduction

The government’s role in modern economies is essen-
tial from several perspectives. Modern books on mac-
roeconomics broadly discuss basic concepts underlying
the application of fiscal policy and its tools. Briefly, fis-
cal policy is how the government determines the level
and allocation of budget expenditures and revenues,
defines tax rates and applies several tools affecting the
nation’s economy. In a resource-rich country, such as
Azerbaijan, the aspects of fiscal policy implementation
are identical to the above, while its effectiveness is in-
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vestigated empirically. Thus, several studies have mea-
sured the relationship between public expenditures and
economic growth in Azerbaijan (Aliyev, 2013; Aliyev
& Nadirov, 2016; Bashirli & Sabiroglu, 2013; Dehning,
Aliyev & Nadirov, 2016; Hasanov & Alirzayev, 2012;
Hasanov & Mammadov 2013; Koeda & Kramarenko,
2008; Sabiroglu, Bashirli, & Qasimli, 2011). However,
none of the referenced studies analyze the fiscal policy
implementation before, during and subsequent to an
oil boom. Therefore, this analysis of Azerbaijan’s fiscal
policy implementation is novel and helps to understand
the reasons and consequences of upcoming fiscal chal-
lenges. This article presents a descriptive evaluation of
Azerbaijan’s fiscal policy implementation at different
stages of economic development.

This work is licensed under a Creative Commons Attribution 4.0 International License.
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To comprehend the context of “before-during-and-
after the oil boom”, note that the post oil boom notion
has not been covered by the existing literature. The
earlier studies of Aliyev (2014), and Aliyev and Suley-
manov (2015) segment the historical development of
Azerbaijan’s economy as follows: the recession period
(1991-1994), the restructuring period (1995-2005) and
the oil boom (after 2005). Accordingly, we can define
the period before the oil boom as 1991-2005. In 2005,
the Baku-Thbilisi-Ceyhan (BTC) oil pipeline com-
menced operations, at the same time as oil production
rose sharply. Oil production peaked at over 1 million
barrels per day in 2010, decreasing ever since. Despite
the falling production, oil prices remained very high
until the end of 2014, with the country continuing
to enjoy the oil boom. However, beginning with the
last quarter of 2014, oil prices fell almost three-fold,
forcing the government of Azerbaijan to struggle with
severe economic policy challenges and leading to two
devaluations of the national currency (AZN) in 2015,
by 33% on February 21 and by 47.6% on December 21.

The end of the oil boom of 2005-2014 signified
a new milestone for Azerbaijan’s economy. In this con-
text, we argue that Azerbaijan has entered a new era
or, more specifically, the post oil boom period begin-
ning in early 2015. Analyzing the fiscal policy changes
during the two periods is both interesting on its own
and crucial to predicting the policy’s economic con-
sequences during the post oil-boom period and the

coming years.

2. Government budget

After 1991, the government budget of the Republic of
Azerbaijan was considerably enlarged, with its struc-
ture additionally being significantly changed. Note
that 1991-1994 was a recession period with Azerbaijan
at war with Armenia due to the Nagorno-Karabakh
conflict. Therefore, we choose 1995, when macroeco-
nomic stability was first attained, as the starting point
for our analysis of Azerbaijan’s fiscal policy.

It is useful to examine the general trends presented
in the figure 1. The difference in the budget policy be-
tween the periods before the boom and during the oil
boom is easily noticeable. Until 2005, neither Azerbai-
jan’s budget expenditures nor revenues exceeded two
billion AZN. In the government budget for 2004, both
expenditures and revenues are approximately 1.5 bil-
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lion AZN. The size of the budget expanded every year
except 1998, though the increases were slight. Another
important characteristic of this period concerns the
budget deficit. Except in 2004, when the budget was
nearly balanced, budget deficits were incurred in all
years, including 2005. Figure 1 shows the inflation-
adjusted trend of budget expenditures and revenues.

The remarkable fiscal policy change after 2005 evi-
denced the start of a new period. In contrast to the
government’s cautious approach towards expansionary
fiscal policy, e.g., increasing budget expenditures, be-
fore the oil boom, budget expenditures in 2006 already
reached 2.5 times the level of 2004. As the revenues
rose as well, the budget had a surplus of 78 million
AZN. The same pattern was observed during the fol-
lowing two years, as the size of the government budget
increased significantly. As a result, the budget exceed-
ed 10.7 billion AZN in 2008, increasing five-fold com-
pared to 2005. Due to decreasing oil prices, the budget
size stabilized at approximately 11 billion AZN in 2010
after a slight contraction in 2009.

However, it did not remain long. Hence, 2011 gov-
ernment budget expenditures were nearly 15.4 billion
AZN with the surplus of approximately 400 million
AZN. An upward trend of government budget ex-
penditures remained, although their changes were
not matched by those of revenues. Except in 2013, the
government budget balance remained negative after
2011. Nevertheless, it is crucial to note the increasing
budget deficit. While the deficit stood at only 135 mil-
lion AZN in 2012, it rose to 308 million AZN in 2014
and was expected to approach approximately 842 mil-
lion AZN in 2015. Despite sharp decreases in budget
expenditures proposed for the following year, the pro-
posed budget deficit was proposed to be approximately
1.7 billion AZN in 2016.

The basic reasons underlying the fiscal policy chang-
es are the amounts of transfers from SOFAZ to the gov-
ernment budget, as well a soil price volatility. Figure 2
shows this correlation graphically based on quarterly
data. A positive correlation is clearly observed between
oil prices and government budget revenues. Moreover,
the changes in budget revenues are due to changes in
direct transfers from SOFAZ to the government budget.

Figure 2 also shows that the governments expan-
sionary fiscal policy during the oil boom was not fi-
nanced by increasing tax revenues. Indeed, the total
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Figure 1. Government budget revenues and expenditures (millions AZN, base year 2010)
Source: Adapted from “Statistical Database” by the State Statistical Committee of the Republic of Azerbaijan (2016, January).
Retrieved from https://www.azstat.org/MESearch/search?departament=10&ang=en
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Figure 2. The budget revenues vs. SOFAZ transfers (left axis, millions AZN, inflation adjusted - base quarter 2000Q4) and

oil prices (right axis, USD)

Source: Adapted from “Statistical Bulletin” by Central Bank of Azerbaijan (2016, January). Retrieved from https://en.cbar.az/
pages/publications-researches/statistic-bulletin/, “Reports archive: quarterly statements” by State Oil Fund of the Republic of
Azerbaijan (2016, January). Retrieved from and http.//www.oilfund.az/index.php?page=hesabat-arxivi&hl=en_US

www.ce.vizja.pl This work is licensed under a Creative Commons Attribution 4.0 International License.




84

| Vol.12 | Issue1 | 2018 | 81-94

001101

Khatai Aliyev, llkin Gasimov

18000.00
16000.00
14000.00
12000.00
10000.00
8000.00
6000.00
4000.00
2000.00
0.00

= o
o <o o
(===
N NN

W Budget revenues

2005

B Transfers from SOFAZ

O 0O = NN D
S O O O = e e e e
(=i el = = = R e = ]
[ B o I o B o B o N S I A & I I o B o |

Figure 3. Direct SOFAZ transfers to the government budget (millions AZN, inflation adjusted — base year 2010)

Source: Adapted from “Statistical Bulletin” by Central Bank of Azerbaijan (2016, January). Retrieved from https://en.cbar.az/
pages/publications-researches/statistic-bulletin/, “Reports archive: quarterly statements"by State Oil Fund of the Republic of
Azerbaijan (2016, January). Retrieved from and http://www.oilfund.az/index.php?page=hesabat-arxivi&hl=en_US

amount of transfers from SOFAZ to the government
budget reached 59.3 billion AZN by July 2015 (SOFAZ,
2015). Accordingly, we will discuss tax-based fiscal
policy changes later.

In addition, SOFAZ financed many state projects
beyond the scope of government expenditures. If we
consider the government to be responsible for such
projects under the fiscal policy framework, it is worth
examining the latest statistics. Thus, the primary proj-
ects financed by SOFAZ involved spending 1,847.6
million AZN on improvements in social condition for
refugees and IDPs, 779.6 million AZN invested in the
construction of the Oguz-Qabala-Baku water supply
system, 1196.1 million AZN expended on the recon-
struction of the Samur-Absheron irrigation system,
90 million AZN invested in the statutory capital of the
State Investment Company, 441.4 million AZN financ-
ing of the “Baku-Tbilisi-Kars railway”, 127.2 million
AZN financing of the “State Program on education
of Azerbaijani youth abroad in the years 2007-2015”
and 596.1 million AZN spent on the construction of
“STAR” Oil Refinery Complex.

CONTEMPORARY ECONOMICS

An analysis of revenue sources of Azerbaijan’s gov-
ernment budget can yield a better understanding of
fiscal policy changes during the mentioned periods.
Diversification of budget revenue sources is crucial for
long-term stability. However, Figure 2 shows the de-
pendence of budget revenue on the SOFAZ transfers
and world oil prices. Illustrating it more effectively,
Figure 3 shows the share of direct transfers from SO-
FAZ in the total budget revenue.

Apart from the dependency on direct transfers
from SOFAZ, it is noteworthy to review sources of
non-transfer revenues and changes across the periods
of interest. According to the data obtained from the
State Statistical Committee of the Republic of Azerbai-
jan, the dominant revenue sources of the government
budget before the oil boom were the Value Added Tax
(30%), the corporate income tax (14.8%), and the labor
income tax (14.68%). In 2005, the crossover year to-
wards the oil boom, these remained almost unchanged.
The only relatively noticeable changes occurred in
the share of the corporate income tax, increasing to
17.29%, and taxes on international trade and transac-
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Table 1. Government budget revenues by source

2000 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

Revenue-total

- 7146 12209 15095 20552 38688 60066 107627 10326 11403 157007 172815 194963 184006
(millions AZN)

(%) 100 100 100 100 100 100 100 100 100 100 100 100 100

including:

Labor income
94 1504 2216 31743 40730 58859 627.188 58187 5902 7157 813 859.7 9803

tax

(%) 1315 1232 1468 1544 1053 98 58 563 517 45 47 44 533
Corporate 1259 1783 2234 35539 13605 24577 286232 13292 14299 2134 2252 23748 23027
income tax

(%) 1762 146 148 1729 3516 4092 256 1287 125 1350 1303 1218 1251
Land taxes 67 113 141 15267 18547 27089 306301 26235 353 353 306 331 354
(%) 094 093 093 074 048 045 028 025 031 02 018 016 019

Property tax 118 266 322 40436 55792 723 112892 66168 1018 1039 1051 1251 1413

(%) 165 218 213 197 144 120 1.05 064 089 0.66 061 064 0.77
VAT 1908 4097 4527 59987 73785 11792 191087 20128 2082. 22227 23669 27100 31196
(%) 26.7 335 300 292 1907 1963 1775 195 1826 1615 137 139 1695
Excise tax 224 67 724 14098 18737 40288 486874 48515 5149 4802 5315 5933 7973
(%) 313 549 479 6.85 484 6.71 452 47 451 3.06 307 3.04 433

Tax on mining 504 56.7 978 53540 10016 12316 147610 12190 1301 1298 1258 1215 1162

(%) 7.05 464 648 260 259 205 137 118 114 082 0.73 062 063
Taxes on int.

X 634 927 1015 20518 13934 2932 449712 41813 2918 4331 5925 6752 6847
transactions
(%) 887 759 6.72 998 360 488 418 404 256 2.76 343 346 372
Other taxes 9.00 128 165 28.1 409 68591 968 86793 903 1406 1576 1615 1927
(%) 126 1.05 1.09 137 1.06 114 09 084 0.79 089 091 082 104

Otherreceipts 1402 2154 2773 299 8211 79376 403773 51977 61362 93054 103065 11842.1 100304

(%) 1962 1764 184 1455 2122 1321 375 5033 5381 5927 5964 6074 5451

Source: Adapted from “Statistical Database” by the State Statistical Committee of the Republic of Azerbaijan (2016, January).
Retrieved from https://www.azstat.org/MESearch/search?departament=10&lang=en

www.ce.vizja.pl This work is licensed under a Creative Commons Attribution 4.0 International License.



86

| Vol.12 | Issue1 | 2018 | 81-94

tions, growing from 6.72% to nearly 10%, while the
portion of other receipts fell by approximately 4%.

During the initial years following the start of the
oil boom, sharp increases in the amount and share of
the corporate income tax are observed. In comparison
to 2005, the amount grew fourfold in 2006 and nearly
sevenfold in 2007. This explains its share climbing to
40.92% in 2007.

In the following years, the contribution of all other
sources decreased, while the share of other receipts
(primarily direct transfers from SOFAZ) reached the
peak level of 60.74% in 2013.

A detailed description of quantitative changes in the
government budget throughout the years is available
in Table 1. None of the tax-based revenue sources have
expanded proportionally to changes in the govern-
ment budget.

2.1. Budget expenditure analysis by source

The allocation of budget expenditures is as impor-
tant as the change in the government’s total spending.
While investigating the role of public expenditures in
economic growth, many scholars separate “produc-
tive” expenditures (Aschauer, 1989; Del Monte & Pa-
pagni, 2001; Glomm & Ravikumar, 1997). Scholars
promote several factors behind unproductive budget
expenditures. For example, Del Monte and Papagni
(2001) stress the influence of bureaucratic corrup-
tion one efficiency of public expenditures. Examining
resource-rich economies, Coutinho (2011) states that
sharp revenue increases “tend to be channeled to low-
return, overly ambitious projects, which crowd out
private investment”.

Additionally, the structure of budget expenditure
in Azerbaijan changed significantly during the past.
Supporting the argument of Coutinho (2011), the es-
pecially significant changes were observed during the
oil boom. To obtain better results in this context, it is
necessary to analyze the structure of budget expendi-
tures during the time period.

During 1991, the first year of independence, the
amount of budget expenditures was 192.8 million
AZN, of which 52.7 (27.33%) and 92.8 million AZN
(48.13%) were spent on the national economy and
social and cultural activities, respectively. Four years
later in 1995, the total amount of budget expenditures
reached 428.4 million AZN. Of this amount, 52.6
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million AZN or 12.28% was directed to the national
economy. The share of social and cultural activities in
budget expenditures was 35.3%, or 152.2 million AZN.
The increases in these figures during four years can be
explained by political and economic stability and the
signing of the Baku-Thbilisi-Ceyhan (BTC) oil pipeline
agreement, called the “Contract of the Century”.

During the next five years covering the time period
1995-2000, the budget expenditures increased, reach-
ing 764 million AZN. Of this amount, 89.4 million
AZN (11.7%) was spent on the national economy and
382.6 million AZN (50.07%) on social and cultural
activities. In 2005, the total expenditure amounted to
2140.681 million AZN. Of this amount, 20.77% was
spent on the national economy, whereas 39.39% was
directed to social and cultural activities. Supported
by the start of the oil boom in 2005, the total bud-
get expenditure during 2005-2013 increased sharply,
reaching 19143.5 million AZN in 2013. The spending
on the national economy and the social and cultural
activities amounted to 8207.5 AZN and 4081.8 AZN,
respectively.

Trends in other parts of the budget expenditure
during 1991-2014 are also interesting. Additionally,
it is valuable to examine expenditures in the main
sectors, such as education, health care, and science,
to understand the fiscal policy implementation back-
ground. The statistics show that although the mone-
tary amounts of the mentioned expenditure categories
increased during 1991-2014, their percentage shares
did not increase and even decreased in some years. For
example, the education share of budget expenditures
was 39.98% in 1991, becoming 34.65% in 2014. This
tendency was also observed in the healthcare sector,
at 16.7% in 1991 and 14.83% in 2014. The percentage
share of science spending was the only increasing cat-
egory, from 0.57% to 0.66% during this period, a fairly
small change. More detailed statistics are presented in
Table 2.

The overview of expenditures shows overall that
Azerbaijan’s fiscal policy has been largely expansionary
during the oil boom but turned contractionary during
the subsequent years. On the other hand, by January 1,
2015, the country’s external debt amounted to 5081.5
million AZN (6478.2 million USD), or 8.6% of GDP.
Of the external debt amount, 7.3% was extended for up
to ten years, 60.2% for up to twenty years, and 32.5%
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Table 2. Government budget expenditures by source

2000 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

Expenditure-

total (millions 764 12345 15021 21407 37901 60862 107742 105039 117659 153975 174165 191435 187090
AZN)

(%) 100 100 100 100 100 100 100 100 100 100 100 100 100

including:

National

economy 894 2429 2909 4447267 124689 2350004 4958599 43739 48899 68032 6960.7 82075 75987
(%) 1170 1968 1936 2077 3290 3861 4602 4164 4156 4418 3997 4287 4061
Social and

3826 5352 6422 8433 10497 16703 23125 2763 29014 34472 40729 40818 44844
cultural activities

(%) 5007 4335 4275 3939 2769 2744 2146 2630 2466 2239 2338 2132 2397
of which:

Education 1818 2348 2941 37250 47906 72299 979719 114790 11808 12685 14532 14377 15539

(%) 4752 4387 4579 4417 4564 4328 4237 4155 4070 3680 3668 3522 3465

Health care 409 553 735 11525 16100 25709 346228 402366 4292 4934 6094 6189 6653

(%) 1069 1033 1144 1367 1543 1540 1497 1456 1479 1431 1496 1516 1483

Social protection

) 1393 214 2365 30492 34148 59477 846384 105442 1123 14954 17695 17503 19712
and security

(%) 364 3998 3683 3616 3253 3561 3660 3816 3870 4338 4344 4283 4395
Other 206 31 382 50589 67.144 95295 140225 158267 1684 1899 2408 2749 2940
(%) 538 579 595 599 640 570 6.06 573 580 551 591 6.73 6.55
Science 93 166 20 288 32 439 62.1 833 928 1061 1167 170 1242
(%) 122 134 133 134 084 0.72 058 0.79 0.79 069 067 061 0.66

AdMINISHVE ) Geos a450 3303 42154 6299 78632 9386 9715 902 12715 13986 15533

expenditures
(%) 1458 1534 1632 1543 1112 1035 730 894 826 644 730 731 830
Other

) 1713 2504 3038 4936 1040 13919 26547 23451 29103 40488 49947 53386 49484
expenditures
(%) 2242 2028 2022 2306 2743 2287 2464 2233 2473 263 2868 2788 2644

Source: Adapted from “Statistical Database” by the State Statistical Committee of the Republic of Azerbaijan (2016, January).
Retrieved from https://www.azstat.org/MESearch/search?departament=10&lang=en
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for over twenty years (The Ministry of Finance of the
Republic of Azerbaijan [MOFAZ], 2015).

3. Tax policy

After regaining independence in 1991, the tax policy
and related reforms were among the most important
issues for the newly independent country. The first step
of the tax reform was made by establishing a tax ser-
vice under the Ministry of Finance in 1990. However,
after regaining independence, this service became
more important for the state; hence, the tax service was
separated from the Ministry of Finance into the Main
State Tax Inspectorate under the Republic of Azer-
baijan established in 1991. The main idea behind this
action was to improve the tax legislation and increase
efficiency of tax collection. This process continued
during the subsequent years, resulting in the Ministry
of Taxes being founded on February 11, 2000 on the
basis of the Main State Tax Inspectorate. The primary
idea behind the changes was to ensure the state control
over the collection of tax payments and to adapt the
tax system more precisely to the economic system.

The taxation system in the Republic of Azerbaijanis
based on the Tax Code adopted in 2000. Other legal
acts and international treaties adopted into local law
also play an important role in ensuring a sufficient
tax policy. Taxes in the country are divided into three
levels: state taxes, autonomous republic taxes and lo-
cal (municipal) taxes. According to the Tax Code on
corporate income taxes, the Value Added Tax (VAT),
excise taxes, property tax, land tax, road tax, mining
tax and simplified tax are the proper taxes in the Re-
public of Azerbaijan.

According to the Tax Code of the Republic of Azer-
baijan, persons with a monthly income of less than
200 AZN do not pay taxes on the first 93.50 AZN. The
personal income tax rate on the monthly income of up
to 2000 AZN is 14%. In other words, 14% tax rate ap-
plies to persons with annual incomes of up to 24000
AZN. However, persons with monthly incomes greater
than 2000 AZN are taxed 280 AZN plus 30% of income
over 2000 AZN. In addition, taxes at the rates of 3% for
employees and 22% for employers have to be paid as
Social Protection Fund contributions.

On the other hand, companies meeting certain cri-
teria must pay corporate income taxes. This tax is 20%
of the annual profit. VAT is levied via another tax form
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on companies with incomes of 150 000 AZN during
12 consecutive months, and individuals earning 90 000
AZN during 12 consecutive months. The rate of VAT
in Azerbaijan is 18%.

Excise taxes are considered indirect taxes on pro-
ducers and importers of excise goods. The rates of
excise taxes for various goods are as follows: 0.2 AZN
per liter of sparkling wine, 0.08 AZN per liter of beer
and beer-containing drinks, 12.5% for tobacco prod-
ucts, etc. Such taxes also apply to cars, other vehicles
such as yachts, and sports boarding depending on the
engine volume. The tax rates per ccm for vehicles with
engine volume of up to 2000ccm, 3000 ccm, 4000 ccm,
and more than 4000ccm are, respectively, 0.15 AZN,
300AZN plus 1 AZN per ccm, 1300 AZN plus 2 AZN
per ccm, and 3300AZN plus 4 AZN per ccm.

The property tax is assessed on assets carried on bal-
ance sheets and asset registers. This tax is calculated as
1% of the average annual net book value of fixed assets.
In addition, the land tax was levied on land owners or
users on the territory of the Republic of Azerbaijan.
The rate of this tax is 0.06 AZN for every statutory unit.

The road tax is intended for transport equipment
entering the territory of the Republic of Azerbaijan.
The rate of this tax depends on various criteria, such as
capacity, weight, andthe number of seats. Additionally,
privately owned transport vehicles are also subject to
road tax. Government-owned and agricultural vehi-
cles are exempt from this tax. The tax rate on transport
facilities is as follows: 0.01 AZN per ccm for passen-
ger cars with engine capacity up to 2000 ccm. The tax
rate on cars with the engine capacity over 2000 ccm is
20AZN plus 0.02 AZN per ccm of capacity exceeding
2000 ccm. The tax rate of 0.02 AZN per ccm is intend-
ed for buses and other auto transport.

According to the Tax Code of the Republic of Azer-
baijan, companies and natural persons extracting min-
erals within the territory of the Republic of Azerbaijan
and its sector of the Caspian Sea are liable for a mining
tax. It is calculated on the total volume at wholesale
prices per m’.

A simplified tax system is intended for establish-
ments with a net book value of more than 1 million
AZN, which are not registered as VAT payers. The sim-
plified tax rate is 4% for activities performed in Baku
and 2% in other regions. For persons in the construc-
tion industry, the respective tax rate is 10 AZN per m’ .

DOI: 10.5709/ce.1897-9254.253
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The simplified tax rate on passenger transport vehicles
with capacity of up to 13 passengers is 1.8 AZN per
seat. Vehicles with 13-31 seats have to pay 21.6 AZN
plus 0.5 AZN per every seat beginning with the 13th.
The simplified tax rate on passenger vehicles with
more than 31 seats is 30.6 AZN plus 0.3 AZN per every
seat beginning with the 31°*. This tax type is calculated
for taxis at 9 AZN per vehicle and for freight transports
at 1 AZN per 1 ton of carrying capacity.

As stated above, there are also other tax-levying
entities, such as Nakhchivan Autonomous Republic
(NAR) and municipalities. NAR taxes are the same
as state taxes, while local taxes can be grouped as fol-
lows: land tax, property tax, profits tax and mineral

royalty tax.

3.1. Tax policy changes prior to and during the
oil boom
To better understand Azerbaijan’s tax policy changes
before, during and after the oil boom, it is necessary
to divide government taxation policies into two sub-
groups, resource sector and the non-oil sector.
Non-oil sector taxation is more interesting and
important for understanding the situation. There are
several explanations for this. First, the “resource curse”
theory indicates that countries facing a resource boom
that do not develop non-resource sectors can encoun-
ter a number of challenges (Auty, 1993). It is not a
secret that taxes can play an active role in stimulating
non-oil sectors, such as agriculture and manufactur-
ing. Although the amount of tax revenues from the
non-oil sector increased overtime consistently with an
economic expansion, such revenues represent a very
small share of the budget due to revenue flows from
resources. As a result, the non-oil sectors became “for-
gotten fields” of the government (Zermeiio, 2008).
According to the Ministry of Tax of the Republic
of Azerbaijan, the highest rate VAT was reduced from
28% to 20%in 1993 and from 20% to 18%in 2001, re-
maining the same afterwards. The corporate income
tax rate also decreased overtime, in 1997 to 32%, in
1999 to 30%, in 2000 to 27%, in 2003 to 25%, in 2004
to 24%, in 2006 to 22%, and lastly in 2010 to 20%. The
property tax rate changed only once within the entire
period, increasing in 2001 from 0.5% to 1%. Before the
oil boom, the government did not change the lower in-
come tax bracket, while reducing the upper bracket in
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1996 and 2000 from 55% to 40% and to 35%, respec-
tively. In 2004, the only change was an increase of the
lower bracket by 2% from 12% to 14%.

After the start of the oil boom in 2005, various tax
rates declined. For example, just before the expected oil
boom, in 2004, the social security contributions (SSC)
by employers and employees decreased from 28% to
25%. One year later, the corporate income tax rate was
reduced from 24% to 22%. Moreover, the “Law on Tax
Concessions to Agricultural Product Producers” ad-
opted in 2001 was extended once in 2003, and for the
second time in 2008 until 2014 (Ahmedov, 2013).

According to this law, legal entities that produced
agricultural products were exempt from the corporate
income tax, VAT, simplified tax and property taxes on
production of agricultural goods. The above law also
covered natural entities producing agricultural prod-
ucts by exempting them from VAT and property tax.

3.2. Tax policy changes “post” the oil boom

Due to the decline in oil production and export rev-
enue, the government had to change certain policies.
This process was accelerated by sharply decreasing oil
prices in global markets. The tax policy was also af-
fected by these events. As a result, the tax rates and
penalties were increased, while enforcement was
strengthened. For instance, the “Changes in the Tax
Code of the Republic of Azerbaijan” was adopted by
the parliament on October 20, 2015. According to the
new rules, the rates of actions on simplified tax and
public catering increased from 4% to 6% and 8%, re-
spectively. Another change involved an imposition of
a 10% tax on gambling revenues after 2016.

Penalties for tax violations were also raised from
400, 800 and 1200 AZN to 2000, 4000 and 6000 AZN
for first, second and third tax offenses. In addition,
the mining tax rate was increased from 10 AZN to 45
AZN for every m’. According to changes in taxation,
the levy on buildings rose to 45 AZN for every m’
compared to the prior rate of only 10 AZN.

The penalties are not limited to tax violations. In
May 2015, the parliament of the Republic of Azerbai-
jan amended “The code of administrative offenses”. Ac-
cording to the new rules, persons selling ethyl alcohol,
alcohol-containing drinks and tobacco products to
those below the age of majority will be fined 100 AZN.
Prior to the change, the penalties for such violations
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were 15-40 and 40 AZN, respectively. The penalties on
smokers are also being considered. The parliament is
discussing an amendment to “the code of administra-
tive offenses”. According to this law, those smoking in
prohibited places will be fined 30 AZN. In places with
the warning signs “smoking is forbidden”, punishment
for natural persons is 400 AZN. For legal entities, the
respective amount is intended to be 1000 AZN.

4. How effective is the fiscal policy?
The effectiveness of fiscal policy tools can be investi-
gated by examining their contributions to primary
macroeconomic indicators. For a resource-rich econ-
omy challenged by “resource curse” symptoms, de-
velopment of the non-oil sector is a priority. Several
studies focus on possible negative impacts of injecting
revenues from production of natural resources into the
national economy through fiscal channels, particularly
in developing countries. Thus, such negative impacts
can be considered the reason for weak institutional
development (Gylfason, 2006; Xavier & Subramanian,
2003), “the Dutch Disease” (Auty, 2001; Krugman,
1987), etc. Accordingly, a comparative trend analysis
of the total budget expenditure and the non-oil GDP
that might provide a first impression is presented, fol-
lowed by a review of recent empirical studies examin-
ing this topic in the context of Azerbaijan’s economy.
Figure 4 shows a comparison of trends of both vari-
ables more clearly. The graph shows quarterly values of
inflation-adjusted indicators. According to the figure,
a positive correlation is expected, as the trends dem-
onstrate changes occurring almost in parallel. In the
second decade of the 21* century, this topic is start-
ing to be analyzed empirically. While examining the
Dutch Disease symptoms in Azerbaijans economy,
Hasanov (2013) observes a “spending effect” due to
budget expenditures. In another study by Hasanov and
Mammadov (2013), the author investigates the rela-
tionship between the budget expenditure and non-oil
economic growth during 1998Q4-2012Q3 by applying
a single equation-based, Autoregressive Distributed
Lags Bounds Testing (ADLBT) approach developed
by Pesaran, Shin and Smith (2001), and the system-
based cointegration approach of Johansen (1988), and
Johansen and Juselius (1990). The result confirms the
existence of a positive and statistically significant long-

run impact on the non-oil sector development. Ha-
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sanov and Mammadov (2013) concludes with a 0.55
estimate of the elasticity coefficient. A similar finding
is obtained in Hasanov and Alirzayev (2012).

Hasanov, Yusifov, Mikayilov, Aliyev and Talishins-
kaya (2015) empirically examine the impact of social
and physical infrastructure spending on tradable and
non-tradable sector growth in Azerbaijan by using the
ADLBT approach to cointegration during 1995-2014.
According to the research results, the contribution of
physical infrastructure spending is statistically signifi-
cant for both but varies in sign between positive for
non-oil tradable and negative for non-oil non-tradable
GDP growth. However, the research fails to observe
a significant effect of social expenditures on non-oil
tradable GDP, while such effect is statistically and
economically significant, and positive for non-oil non-
tradable growth.

More recently, Aliyev and Nadirov (2016) and
Dehning et al. (2016) studied the issue from differ-
ent perspectives. Thus, Aliyev and Nadirov (2016)
examined the relationship of interest by applying the
ADLBT approach to cointegration of data covering
the period 2000Q3-2015Q2, while controlling for oil
prices and production, as well as non-transfer budget
revenues (direct transfers from SOFAZ are excluded).
In this context, this study can assess the fiscal policy
impact on non-oil GDP through both expenditure and
tax channels. It is reassuring that authors also observe
a positive and significant long-run elasticity of the
impact of budget expenditures on the non-oil sector,
with the elasticity coefficient of 0.55 in agreement with
Hasanov and Mammadov (2013). Examining the fis-
cal policy impact through the tax channel, Aliyev and
Nadirov (2016) obtain a theoretically consistent, nega-
tive and statistically significant elasticity effect of ap-
proximately 0.45.

Moreover, Dehning et al. (2016) investigate the ef-
ficiency of budget expenditures in terms of support-
ing the non-oil sector by dividing the public expen-
ditures into 6 categories (capital, education, health,
social, government administration, and other expen-
ditures) before and during the oil boom for the period
2000Q1-2014Q4 by using the ADLBT approach to
cointegration. While again controlling for oil-related
factors (namely, oil prices and production) and the tax
channel effect, authors observe a consistently positive,
and statistically significant contribution. The impact
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Figure 4. Non-oil GDP vs. the budget expenditures (millions AZN, base quarter 2000Q4)

Source: Adapted from “Statistical Bulletin”by Central Bank of Azerbaijan (2016, January). Retrieved from https://en.cbaraz/

pages/publications-researches/statistic-bulletin/

of education expenditures being positive but statis-
tically insignificant is the only exception. The find-
ings of Dehning et al. (2016) demonstrate significant
changes in the efficiency of public expenditures before
and during the oil boom. The impact of all expendi-
ture categories on non-oil GDP has been significantly
lower during the oil boom than prior to 2005. The
effect of the tax channel is always negative, as ex-
pected, yet is statistically significant in only 2 models
(Dehning et al., 2016).

Beyond observing a statistically significant relation-
ship, it is noteworthy to examine the economic signifi-
cance of public expenditures in the developing non-oil
sector. The elasticity coefficient is 0.55 according to
both Hasanov and Mammadov (2013) and Aliyev and
Nadirov (2016). In other words, a 1% increase in pub-
lic expenditures leads to 0.55% rise of non-oil GDP. At
first sight, this effect is fairly strong, unless the amount
of non-oil GDP in Azerbaijan’s economy is considered.
The expenditure multiplier can be easily calculated
using the elasticity coefficient in Hasanov and Mam-
madov (2013), and Aliyev and Nadirov (2016). By
using quarterly data from Aliyev and Nadirov (2016)
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with the elasticity coefficient of 0.55, we obtained an
estimate of the quarterly expenditure multiplier for
Azerbaijan. The results are very informative as to the
efficiency of public expenditure. Before the oil boom,
the average expenditure multiplier was approximately
1.99, while in 2005 it decreased to nearly 1.57, drop-
ping below 1 and reaching the value of 0.87 in 2007.
Almost the same trend continued during the other
years of the oil boom. The average multiplier coef-
ficient for 2010-2014 being lower than 0.90 supports
this argument.

Note that the science expenditures never exceeded
0.84% during the oil boom. However, Lucas (1988)
emphasizes the importance of increasing human capi-
tal to stimulate the long-run economic growth through
public investments in education, while Romer (1990)
underscores the significance of research and develop-
ment (R&D) expenditures for this objective. Although
Azerbaijan’s choice of directing high capital expen-
ditures of the state budget primarily to public infra-
structure spending is also supported theoretically by
Barro (1990), the question of efficiency remains open
to discussion.
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5. Concluding remarks

This study analyzed the experience of a resource-rich
country, namely, Azerbaijan, in terms official policy
implementation throughout several periods roughly
labeled as before, during and after the oil boom. The
country remains resource-rich; however, unbalanced
expansionary policies appear unsustainable at least in
the near-term. To understand the way to the near fu-
ture, it is useful to review the fiscal policy implementa-
tion before and during the oil boom.

Before the oil boom, the fiscal policy in Azerbai-
jan’s economy was stable and expansionary. In fact, the
budget revenues still depended on oil production and
export during the initial years of the new millennium.
Despite the relatively small earnings from the resource
sector, the government of Azerbaijan established the
State Oil Fund of the Republic of Azerbaijan (SOFAZ)
on December 29, 1999 to ensure efficient manage-
ment of accumulated oil revenues and used the fund
to implement important socio-economic projects.
There were no direct transfers from SOFAZ to the state
budget before 2003, while the amounts transferred re-
mained relatively small until 2006. Additionally, both
expenditures and revenues of the state budget were
manageable.

However, the government embarked on an unbal-
anced and greatly expansionary fiscal policy imme-
diately after 2006, the period called the “oil boom” by
Aliyev (2014) and Aliyev and Suleymanov (2015). On
the one hand, the budget expenditures increased sig-
nificantly each year due to direct transfers from SO-
FAZ, and indirect revenues from the oil sector as taxes
and other sources. On the other hand, the tax policy
and collection were of lower priority to the govern-
ment. Both channels led to the fiscal policy of rapid
expansion during this period. However, the efficiency
of public expenditures and tax concessions is open to
further discussion.

Although a decline in oil production was expected
and observed beginning in 2011, the government con-
tinued to follow an expansionary policy. However, oil
prices tended to decrease after December 2014, with
this trend continuing during 2015. The budget deficit
peaked at 842 million AZN in 2015 and was planned to
be approximately 1.7 billion AZN in 2016. Aside from
the deficit amount, the budget expenditures are 3.2 bil-
lion AZN less than in 2015. This represents a sharply
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contractionary fiscal policy implementation from the
expenditure side. On the other hand, fiscal policy has
been consistently expansionary in the context of the
tax policy before and during the oil boom, yet seemed
to become slightly expansionary after the boom ended.
The result is an undeveloped, uncompetitive, and lo-
cal market-oriented domestic non-oil economy. All
of these features portend challenges for Azerbaijan’s

economy in the near future.
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