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According to the latest forecasts from the Economist Intelligence Unit, the surging exports of oil and gas will help raise Azerbaijan’s GDP by nearly 30 percent in 2006 and make it the fastest growing country in the world (Economist , February 25th – March 3rd 2006). The challenge imposed on the country will be to translate this temporary resources-driven stimulus to the economy into sustainable growth. Way too often resource-rich countries develop deficient political systems that descend into a spiral of embezzlement, cronyism, and wasted government expenditures, with large income disparities fuelling radical political or religious movements. And way too often non-oil sectors become uncompetitive and shrink greatly because export revenues are spent quickly rather than saved to meet long-term expenditure commitments or provide a capital stock for future generations after reserves are exhausted. 

Recognizing that the sensible management of resource rents will play a crucial role in the future development of the Caspian Region, researchers at the Kiel Institute for the World Economy and at the Kiel University Institute for Political Science have launched a project investigating the aforementioned challenges and evaluating alternative strategies for the use of the oil revenues in Azerbaijan and Kazakhstan. This paper is an offspring of the project and focuses on the redistribution of oil revenues in Azerbaijan. Our main goals are (1) to appraise the extent to which the benefits from the oil boom are retained in the oil-producing regions or transferred to the rest of the country; (2) to appraise the extent to which the benefits from the oil boom are retained by the groups directly involved in the extracting sector or transferred to the rest of the population and to its poorest members in particular; and (3) to identify which redistribution channel – official public redistribution through regional budgets and social transfers, redistribution through the social projects by the extracting companies, or redistribution through the informal economy – is the most successful in mitigating the adverse effects of the oil boom on income inequality across and within regions. We tackle these issues with the help of household surveys and regional budget data from before (1995) and after (2004) the start of the most recent oil boom
.  

Apart from the obvious economic consequences for income inequality across and within regions, efficient redistribution of oil revenues has important political implications. The surging exports of oil can simultaneously increase the discontent in oil-producing regions and the rest of the country, as oil-producing regions wish to keep a higher share of oil revenues whereas the rest of the country insists on a higher redistribution share (Nigeria: Ikean et al., 1998).  Alternatively, the struggle can occur between the oil-producing regions and the central government, as the bulk of the resource rents leaks to the capital city, leaving oil-producing regions in poverty (Russia: Dienes, 2002; Kazakhstan: Najman et al., 2006).  Our study complements the existing literature by providing a case in which the capital city and surrounding areas are also home to the majority of oil-extracting and oil-processing businesses (hence, the benefits of the burgeoning extracting sectors go directly to the already prosperous region, potentially magnifying income inequality even further).  The main value added of the paper is, however, its focus on micro-level effects of the resource-based growth.    

� Oil extraction in Azerbaijan dates back centuries, however, was at a still due to the military confrontation with Armenia in early 90s.








